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INTRODUCTION

This document,! prepared by the staff of the Joint Committee on
Taxation in consultation with the staffs of the House Committee on
Ways and Means and the Senate Committee on Finance, provides
an explanation of tax legislation enacted in the 108th Congress.
The explanation follows the chronological order of the tax legisla-
tion as signed into law.

For each provision, the document includes a description of
present and prior law, explanation of the provision, and effective
date. Present and prior law describes the law in effect immediately
prior to enactment. Prior law indicates the portion of the law that
was changed by the provision. For most provisions, the reasons for
change are also included. In some instances, provisions included in
legislation enacted in the 108th Congress were not reported out of
committee before enactment. As a result, the legislative history of
such provisions does not include the reasons for change normally
included in a committee report. In the case of such provisions, no
reasons for change are included with the explanation of the provi-
sion in this document.

Part One of this document is an explanation of the provisions of
the Jobs and Growth Tax Relief Reconciliation Act of 2003 (Pub. L.
No. 108-27), relating to the acceleration of certain previously en-
acted tax reductions, growth incentives for businesses, reduction in
taxes on dividends and capital gains, and corporate estimated tax
payments.

Part Two is an explanation of the provision of Surface Transpor-
tation Extension Act of 2003 (Pub. L. No. 108-88) relating to the
extension of the Highway Trust Fund and Aquatic Resources Trust
Fund expenditure authority.

Part Three is an explanation of provisions relating to disclosure
of return information relating to student loans, extension of IRS
user fees, and extension of custom user fees of an Act to extend the
Temporary Assistance for Needy Families block grant program and
certain tax and trade programs and for other purposes (Pub. L. No.
108-89).

Part Four is an explanation of the provisions of the Military
Family Tax Relief Act of 2003 (Pub. L. No. 108-121), relating to
improving tax equity for military personnel and extension of cus-
tom user fees.

Part Five is an explanation of the provisions of the Medicare Pre-
scription Drug, Improvement, and Modernization Act (Pub. L. No.
108-173) relating to disclosure of return information for purposes
under the Medicare discount card program, disclosure of return in-
formation relating to income-related reduction in Part B Premium

1This document may be cited as follows: Joint Committee on Taxation, General Explanation
of Tax Legislation Enacted in the 108th Congress (JCS-5-05), May 2005.
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subsidy, health savings accounts, exclusion from gross income of
certain Federal subsidies for prescription drug plans, and an excep-
tion to information reporting for certain health arrangements.

Part Six is an explanation of the provisions of the Vision 100-
Century of Aviation Reauthorization Act (Pub. L. No. 108-176) re-
lating to the extension of expenditure authority.

Part Seven is an explanation of the provision of the
Servicemembers Civil Relief Act (Pub. L. No. 108-189) relating to
tax collection of servicemembers.

Part Eight is an explanation of the provision of the Surface
Transportation Extension Act of 2004 (Pub. L. No. 108-202) relat-
ing to extension of the Highway Trust Fund and Aquatic Resources
Trust Fund expenditure authority.

Part Nine is an explanation of the revenue provisions of the So-
cial Security Protection Act of 2004 (Pub. L. No. 108-203) relating
to the treatment of individual work plans under the Ticket to Work
program, FICA and SECA tax exemptions individuals subject to
the laws of a tantalization agreement partner, and other technical
amendments.

Part Ten is an explanation of the provisions of the Pension Fund-
ing Equity Act of 2004 (Pub. L. No. 108-218), relating to temporary
replacement of the 30-year Treasury rate and election of alter-
native deficit reduction contribution, multiemployer plan funding
notices, deferral of the charge for a portion of net experience loss
of multiemployer plans, and other provisions.

Part Eleven is an explanation of the provision of the Surface
Transportation Extension Act of 2004, Part II (Pub. L. No. 108—
224) relating to the extension of the Highway Trust Fund and
Aquatic Resources Trust Fund expenditure authority.

Part Twelve is an explanation of the provision of the Surface
Transportation Extension Act of 2004, Part III (Pub. L. No. 108-
263) relating to the extension of the Highway Trust Fund and
Aquatic Resources Trust Fund expenditure authority.

Part Thirteen is an explanation of the provision of the Surface
Transportation Extension Act of 2004, Part IV (Pub. L. No. 108—
280) relating to the extension of the Highway Trust Fund and
Aquatic Resources Trust Fund expenditure authority.

Part Fourteen is an explanation of the provision of the Surface
Transportation Extension Act of 2004, Part V (Pub. L. No. 108-
310) relating to the extension of the Highway Trust Fund and
Aquatic Resources Trust Fund expenditure authority.

Part Fifteen is an explanation of the provisions of the Working
Families Tax Relief Act of 2004 (Pub. L. No. 108-311), relating to
extension of certain expiring provisions, uniform definition of child
and tax technical corrections.

Part Sixteen is an explanation of the provision to clarify the tax
treatment of bonds and other obligations issued by the Government
of American Samoa (Pub. L. No. 108-326).

Part Seventeen is an explanation of the provisions of the America
Jobs Creation Act of 2004 (Pub. L. No. 108-357), relating to the re-
peal of exclusion for extraterritorial income, business tax incen-
tives, tax relief for agriculture and small manufacturers, tax reform
and simplification for United States businesses, deduction of State
and local sales taxes, miscellaneous and revenue provisions.
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Part Eighteen is an explanation of the revenue provisions of the
Ronald W. Reagan National Defense Authorization Act for Fiscal
Year 2005 (Pub. L. No. 108-375) relating to the exclusion from
gross income of travel benefits under Operation Hero Miles.

Part Nineteen is an explanation of the revenue provisions of the
Consolidated Appropriations Act, 2005 (Pub. L. No. 108-447) relat-
ing to the application of ERISA anticutback rules to certain multi-
employer plan amendments.

Part Twenty is an explanation of the provisions of the Act to
treat certain arrangements maintained by the YMCA Retirement
Fund as church plans for the purposes of certain provisions of the
Internal Revenue Code of 1986, and for other purposes (Pub. L. No.
109-476).

Part Twenty-One is an explanation of the provision of the Act to
modify the taxation of arrow components (Pub. L. No. 108-493).

The Appendix provides the estimated budget effects of tax legis-
lation enacted in the 108th Congress.

The first footnote in each part gives the legislative history of
each of the Acts of the 108th Congress discussed.



PART ONE: JOBS AND GROWTH TAX RELIEF
RECONCILIATION ACT OF 2003 (PUBLIC LAW 108-27) 2

I. ACCELERATION OF CERTAIN PREVIOUSLY ENACTED
TAX REDUCTIONS

A. Accelerate the Increase in the Child Tax Credit (sec. 101
of the Act and sec. 24 of the Code)

Present and Prior Law

In general

For 2003, an individual may claim a $600 tax credit for each
qualifying child under the age of 17. In general, a qualifying child
is an individual for whom the taxpayer can claim a dependency ex-
emption and who is the taxpayer’s son or daughter (or descendent
of either), stepson or stepdaughter (or descendent of either), or eli-
gible foster child.

Under prior law, the child tax credit was scheduled to increase
to $1,000, phased-in over several years.

Table 1, below, shows the scheduled increases of the child tax
credit as provided under the Economic Growth and Tax Relief Rec-
onciliation Act of 2001 (“EGTRRA”).

Table 1.—Scheduled Increase of the Child Tax Credit

Credit
Taxable year amount per
child
20032004 ......ooiiiiiiiii e $600
20052008 ....oeiiiiiieiiiieee e e e e e e e e e $700
2009 ..ttt e e e $800
20101 L $1,000

1The credit reverts to $500 in taxable years beginning after December 31, 2010,
under the sunset provision of EGTRRA.

The child tax credit is phased-out for individuals with income
over certain thresholds. Specifically, the otherwise allowable child
tax credit is reduced by $50 for each $1,000 (or fraction thereof) of
modified adjusted gross income over $75,000 for single individuals
or heads of households, $110,000 for married individuals filing joint
returns, and $55,000 for married individuals filing separate re-

2H.R. 2. The House Committee on Ways and Means reported the bill on May 8, 2003 (H.R.
Rep. No. 108-94). The House passed the bill on May 9, 2003. The Senate Committee on Finance
reported S. 1054 on May 13, 2003 (S. Prt. No. 108-26). The Senate passed H. R. 2, as amended
by the provisions of S. 1054, on May 15, 2003. The conference report was filed on May 22, 2003
(H.R. Rep. No. 108-126), and was passed by the House on May 23, 2003, and the Senate on
May 23, 2003. The President signed the bill on May 28, 2003.

4)
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turns.3 The length of the phase-out range depends on the number
of qualifying children. For example, the phase-out range for a sin-

le individual with one qualifying child is between %75,000 and
%87 ,000 of modified adjusted gross income. The phase-out range for
a single individual with two qualifying children is between $75,000
and $99,000.

The amount of the tax credit and the phase-out ranges are not
adjusted annually for inflation.

Refundability

For 2003, the child credit is refundable to the extent of 10 per-
cent of the taxpayer’s earned income in excess of $10,500.4 The per-
centage is increased to 15 percent for taxable years 2005 and there-
after. Families with three or more children are allowed a refund-
able credit for the amount by which the taxpayer’s social security
taxes exceed the taxpayer’s earned income credit, if that amount is
greater than the refundable credit based on the taxpayer’s earned
income in excess of $10,500 (for 2003). The refundable portion of
the child credit does not constitute income and is not treated as re-
sources for purposes of determining eligibility or the amount or na-
ture of benefits or assistance under any Federal program or any
State or local program financed with Federal funds. For taxable
years beginning after December 31, 2010, the sunset provision of
EGTRRA applies to the rules allowing refundable child credits.

Alternative minimum tax liability

The child credit is allowed against the individual’s regular in-
come tax and alternative minimum tax. For taxable years begin-
ning after December 31, 2010, the sunset provision of EGTRRA ap-
plies to the rules allowing the child credit against the alternative
minimum tax.

Reasons for Change

The Jobs and Growth Tax Relief Reconciliation Act of 2003 (“the
Act”) accelerated the increase in the child tax credit in order to pro-
vide additional tax relief to families to help offset the significant
costs of raising a child. Further, the Act provided immediate tax re-
lief to American taxpayers in the form of the advance payment of
the increased amount of the child credit. The Congress believed
that such immediate tax relief might encourage short-term growth
in the economy by providing individuals with additional cash to
spend.

Explanation of Provision

Under the Act, the amount of the child credit is increased to
$1,000 for 2003 and 2004.5 After 2004, the child credit will revert

3 Modified adjusted gross income is the taxpayer’s total gross income plus certain amounts ex-
cluded from gross income (i.e., excluded income of: U.S. citizens or residents living abroad (sec.
911), residents of Guam, American Samoa, and the Northern Mariana Islands (sec. 931), and
residents of Puerto Rico (sec. 933)). Unless otherwise indicated, all section references are to the
Internal Revenue Code.

4The $10,500 amount is indexed for inflation.

5The increase in refundability to 15 percent of the taxpayer’s earned income, scheduled for
calendar years 2005 and thereafter, is not accelerated under the provision.
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to the levels provided under present and prior law, as described
above. For 2003, the increased amount of the child credit will be
paid in advance beginning in July, 2003, on the basis of informa-
tion on each taxpayer’s 2002 return filed in 2003. The IRS is not
expected to issue advance payment checks to an individual who did
not claim the child credit for 2002. Such payments will be made in
a manner similar to the advance payment checks issued by the
Treasury in 2001 to reflect the creation of the 10-percent regular
income tax rate bracket.®

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2002, and before January 1, 2005.

B. Accelerate Marriage Penalty Relief (secs. 102 and 103 of
the Act and secs. 1 and 63 of the Code)

1. Standard deduction marriage penalty relief

Present and Prior Law

Marriage penalty

A married couple generally is treated as one tax unit that must
pay tax on the couple’s total taxable income. Although married cou-
ples may elect to file separate returns, the rate schedules and other
provisions are structured so that filing separate returns usually re-
sults in a higher tax than filing a joint return. Other rate sched-
ules apply to single persons and to single heads of households.

A “marriage penalty” exists when the combined tax liability of a
married couple filing a joint return is greater than the sum of the
tax liabilities of each individual computed as if they were not mar-
ried. A “marriage bonus” exists when the combined tax liability of
a married couple filing a joint return is less than the sum of the
tax liabilities of each individual computed as if they were not mar-
ried.

Basic standard deduction

Taxpayers who do not itemize deductions may choose the basic
standard deduction (and additional standard deductions, if applica-
ble),” which is subtracted from adjusted gross income (“AGI”) in ar-
riving at taxable income. The size of the basic standard deduction
varies according to filing status and is adjusted annually for infla-
tion.8 Under prior law for 2003, the basic standard deduction for
married couples filing a joint return was 167 percent of the basic
standard deduction for single filers. (Stated alternatively, under
prior law for 2003, the basic standard deduction amount for single
filers was 60 percent of the basic standard deduction amount for
married couples filing joint returns). Thus, two unmarried individ-

6The size of the child credit for taxable years beginning after December 31, 2004, was modi-
fied by the Working Families Tax Relief Act of 2004, described in Part Fifteen of this document.

7 Additional standard deductions are allowed with respect to any individual who is elderly (age
65 or over) or blind.

8For 2003 the basic standard deduction amounts are: (1) $4,750 for unmarried individuals;
(2) $7,950 for married individuals filing a joint return; (3) $7,000 for heads of households; and
(4) $3,975 for married individuals filing separately.
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uals have standard deductions whose sum exceeds the standard de-
duction for a married couple filing a joint return.

EGTRRA increased the basic standard deduction for a married
couple filing a joint return to twice the basic standard deduction
for an unmarried individual filing a single return.? The increase in
the standard deduction for married taxpayers filing a joint return
is scheduled to be phased-in over five years beginning in 2005 and
will be fully phased-in for 2009 and thereafter. Table 2, below,
shows the standard deduction for married couples filing a joint re-
tulin as a percentage of the standard deduction for single individ-
uals.

Table 2.—Size of the Basic Standard Deduction for Married
Couples Filing Joint Returns

Standard deduction for
married couples filing
joint returns as percent-
age of standard deduction
for unmarried individual

Taxable year

returns
2003=2004 ..o 167
2005 e eaae 174
20006 .oiiiieeeee e e 184
2007 e eeaae 187
2008 e eaae 190
2009 and 20101 ... 200

1The basic standard deduction increases are repealed for taxable years begin-
ning after December 31, 2010, under the sunset provision of EGTRRA.

Reasons for Change

The Congress remained concerned about the inequity that arises
when two working single individuals marry and experience a tax
increase solely by reason of their marriage. Any attempt to address
the marriage tax penalty involves the balancing of several com-
peting principles, including equal tax treatment of married couples
with equal incomes, the determination of equitable relative tax
burdens of single individuals and married couples with equal in-
comes, and the goal of simplicity in compliance and administration.
The Congress believed that the acceleration of the increase in the
standard deduction for married couples filing a joint return was a
responsible reduction of the marriage tax penalty.

Explanation of Provision

The Act increases the basic standard deduction amount for joint
returns to twice the basic standard deduction amount for single re-
turns effective for 2003 and 2004. For taxable years beginning after

9The basic standard deduction for a married taxpayer filing separately will continue to equal
one-half of the basic standard deduction for a married couple filing jointly; thus, the basic stand-
ard deduction for unmarried individuals filing a single return and for married couples filing sep-
arately will be the same after the phase-in period.
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2004, the applicable percentages will revert to those allowed under
present and prior law, as described above in Table 2.10

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2002, and before January 1, 2005.

2. Accelerate the expansion of the 15-percent rate bracket
for married couples filing joint returns

Present and Prior Law

In general

Under the Federal individual income tax system, an individual
who is a citizen or resident of the United States generally is subject
to tax on worldwide taxable income. Taxable income is total gross
income less certain exclusions, exemptions, and deductions. An in-
dividual may claim either a standard deduction or itemized deduc-
tions.

An individual’s income tax liability is determined by computing
his or her regular income tax liability and, if applicable, alternative
minimum tax liability.

Regular income tax liability

Regular income tax liability is determined by applying the reg-
ular income tax rate schedules (or tax tables) to the individual’s
taxable income and then is reduced by any applicable tax credits.
The regular income tax rate schedules are divided into several
ranges of income, known as income brackets, and the marginal tax
rate increases as the individual’s income increases. The income
bracket amounts are adjusted annually for inflation. Separate rate
schedules apply based on filing status: Single individuals (other
than heads of households and surviving spouses), heads of house-
holds, married individuals filing joint returns (including surviving
spouses), married individuals filing separate returns, and estates
and trusts. Lower rates may apply to capital gains.

In general, the bracket breakpoints for single individuals are ap-
proximately 60 percent of the rate bracket breakpoints for married
couples filing joint returns.1! The rate bracket breakpoints for mar-
ried individuals filing separate returns are exactly one-half of the
rate brackets for married individuals filing joint returns. A sepa-
rate, compressed rate schedule applies to estates and trusts.

15-percent regular income tax rate bracket

EGTRRA increased the size of the 15-percent regular income tax
rate bracket for a married couple filing a joint return to twice the
size of the corresponding rate bracket for a single individual filing
a single return. The increase is phased-in over four years, begin-
ning in 2005. Therefore, this provision is fully effective (i.e., the
size of the 15-percent regular income tax rate bracket for a married

10The size of the basic standard deduction for taxable years beginning after December 31,
2004, was modified by the Working Families Tax Relief Act of 2004, described in Part Fifteen
of this document.

11Under present law, the rate bracket breakpoint for the 38.6 percent marginal tax rate is
the same for single individuals and married couples filing joint returns.
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couple filing a joint return is twice the size of the 15-percent reg-
ular income tax rate bracket for an unmarried individual filing a
single return) for taxable years beginning after December 31, 2007.
Table 3, below, shows the size of the 15-percent bracket.

Table 3.—Size of the 15-Percent Rate Bracket for Married
Couples Filing Joint Returns

End point of 15-percent
rate bracket for married
couples filing joint re-
turns as percentage rate
bracket for unmarried in-
dividuals

Taxable year

2003-2004 .......oociiiiiii, 167
2005 ..o, 180
2006 ..o, 187
2007 i, 193
2008 and 20101 ......ccceiiiiriiieeeeee 200

1The increases in the 15-percent rate bracket for married couples filing a joint
return are repealed for taxable years beginning after December 31, 2010, under
the sunset of EGTRRA.

Reasons for Change

The Congress believed that accelerating the expansion of the 15-
percent rate bracket for married couples filing joint returns, in con-
junction with the expansion of the standard deduction amount for
joint filers, would alleviate the effects of the marriage tax penalty.
These provisions significantly reduced the most widely applicable
marriage penalties.

Explanation of Provision

The Act increases of the size of the 15-percent regular income tax
rate bracket for joint returns to twice the width of the 15-percent
regular income tax rate bracket for single returns for taxable years
beginning in 2003 and 2004. For taxable years beginning after
2004, the applicable percentages will revert to those allowed under
present and prior law, as described above.12

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2002, and before January 1, 2005.

12The size of the 15-percent regular rate bracket for joint returns for taxable years beginning
after December 31, 2004, was modified by the Working Families Tax Relief Act of 2004, de-
scribed in Part Fifteen of this document.
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C. Accelerate Reductions in Individual Income Tax Rates
(secs. 104, 105, and 106 of the Act and secs. 1 and 55 of the
Code)

Present and Prior Law

In general

Under the Federal individual income tax system, an individual
who is a citizen or a resident of the United States generally is sub-
ject to tax on worldwide taxable income. Taxable income is total
gross income less certain exclusions, exemptions, and deductions.
An individual may claim either a standard deduction or itemized
deductions.

An individual’s income tax liability is determined by computing
his or her regular income tax liability and, if applicable, alternative
minimum tax liability.

Regular income tax liability

Regular income tax liability is determined by applying the reg-
ular income tax rate schedules (or tax tables) to the individual’s
taxable income. This tax liability is then reduced by any applicable
tax credits. The regular income tax rate schedules are divided into
several ranges of income, known as income brackets, and the mar-
ginal tax rate increases as the individual’s income increases. The
income bracket amounts are adjusted annually for inflation. Sepa-
rate rate schedules apply based on filing status: single individuals
(other than heads of households and surviving spouses), heads of
households, married individuals filing joint returns (including sur-
viving spouses), married individuals filing separate returns, and es-
tates and trusts. Lower rates may apply to capital gains.

For 2003, the regular income tax rate schedules for individuals
are shown in Table 4, below. The rate bracket breakpoints for mar-
ried individuals filing separate returns are exactly one-half of the
rate brackets for married individuals filing joint returns. A sepa-
rate, compressed rate schedule applies to estates and trusts.

Table 4.—Individual Regular Income Tax Rates for 2003

If taxable income But not over: Then regular income tax equals:

is over:
Single Individuals

$O e, $6,000 ....... 10% of taxable income

$6,000 ................ $28,400 ..... $600, plus 15% of the amount
over $6,000

$28,400 .............. $68,800 ..... $3,960.00, plus 27% of the
amount over $28,400

$68,800 .............. $143,500 ... $14,868.00, plus 30% of the
amount over $68,800

$143,500 ............ $311,950 ... $37,278.00, plus 35% of the

amount over $143,500
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Table 4.—Individual Regular Income Tax Rates for 2003—
Continued

If taxable income But not over: Then regular income tax equals:

is over:

Over $311,950 ... .oveoviveeeens $96,235.50, plus 38.6% of the
amount over $311,950

Head of Households

SO e, $10,000 ..... 10% of taxable income

$10,000 .............. $38,050 ..... $1,000, plus 15% of the amount
over $10,000

$38,050 .............. $98,250 ..... $5,207.50, plus 27% of the
amount over $38,050

$98,250 .............. $159,100 ... $21,461.50, plus 30% of the
amount over $98,250

$159,100 ............ $311,950 ... $39,716.50, plus 35% of the
amount over $159,100

Over $311,950 ... .coeerverennns 93,214, plus 38.6% of the amount
over $311 950

Married Individuals Filing Joint Returns

SO e, $12,000 ..... 10% of taxable income

$12,000 .............. $47.450 ..... $1,200, plus 15% of the amount
over $12,000

$47.450 .............. $114,650 ... $6,517.50, plus 27% of the
amount over $47,450

$114,650 ............ $174,700 ... $24,661.50, plus 30% of the
amount over $114,650

$174,700 ............ $311,950 ... $42,676.50, plus 35% of the
amount over $174,700

Over $311,950 ... .ovoovviveeeens $90,714, plus 38.6% of the

amount over $311,950

Ten-percent regular income tax rate

Under prior law, the 10-percent rate applied to the first $6,000
of taxable income for single individuals, $10,000 of taxable income
for heads of households, and $12 000 for married couples filing
joint returns. Effective beglnnlng in 2008, the $6,000 amount will
increase to $7,000 and the $12,000 amount will increase to
$14,000.

The taxable income levels for the 10-percent rate bracket will be
adjusted annually for inflation for taxable years beginning after
December 31, 2008. The bracket for single individuals and married
individuals filing separately is one-half for joint returns (after ad-
justment of that bracket for inflation).

The 10-percent rate bracket will expire for taxable years begin-
ning after December 31, 2010, under the sunset provision of the
Economic Growth and Tax Relief Reconciliation Act of 2001
(“EGTRRA”).
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Reduction of other regular income tax rates

Prior to EGTRRA, the regular income tax rates were 15 percent,
28 percent, 31 percent, 36 percent, and 39.6 percent.l3 EGTRRA
added the 10-percent regular income tax rate, described above, and
retained the 15-percent regular income tax rate. Also, the 15-per-
cent regular income tax bracket was modified to begin at the end
of the 10-percent regular income tax bracket. EGTRRA also made
other changes to the 15-percent regular income tax bracket.14

Also, under EGTRRA, the 28 percent, 31 percent, 36 percent, and
39.6 percent rates are phased down over six years to 25 percent,
28 percent, 33 percent, and 35 percent, effective after June 30,
2001. The taxable income levels for the rates above the 15-percent
rate in all taxable years are the same as the taxable income levels
that apply under the prior-law rates.

Table 5, below, shows the schedule of regular income tax rate re-
ductions.

Table 5.—Scheduled Regular Income Tax Rate Reductions

28% rate 31% rate 36% rate 39.6% rate

Taxable year reduced reduced reduced reduced
to: to: to: to:
2001-20031 ............. 27 30 35 38.6
2004-2005 ............... 26 29 34 37.6
2006-20102 ............. 25 28 33 35.0

1Effective July 1, 2001.
2The reduction in the regular income tax rates are repealed for taxable years
beginning after December 31, 2010, under the sunset provision of EGTRRA.

Alternative minimum tax exemption amounts

The alternative minimum tax is the amount by which the ten-
tative minimum tax exceeds the regular income tax. An individ-
ual’s tentative minimum tax is the sum of (1) 26 percent of so
much of the taxable excess as does not exceed $175,000 ($87,500
in the case of a married individual filing a separate return) and (2)
28 percent of the remaining taxable excess. The taxable excess is
so much of the alternative minimum taxable income (“AMTI”) as
exceeds the exemption amount. The maximum tax rates on net cap-
ital gain and dividends used in computing the regular tax are used
in computing the tentative minimum tax. AMTI is the individual’s
taxable income adjusted to take account of specified preferences
and adjustments.

Under prior law, the exemption amounts were: (1) $49,000
($45,000 in taxable years beginning after 2004) in the case of mar-
ried individuals filing a joint return and surviving spouses; (2)
$35,750 ($33,750 in taxable years beginning after 2004) in the case
of other unmarried individuals; (3) $24,500 ($22,500 in taxable
years beginning after 2004) in the case of married individuals filing

13The regular income tax rates will revert to these percentages for taxable years beginning
after December 31, 2010, under the sunset of EGTRRA.

14 See the discussion of the provision regarding marriage penalty relief in the 15—percent reg-
ular income tax bracket, above.
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a separate return; and (4) $22,500 in the case of an estate or trust.
The exemption amounts are phased out by an amount equal to 25

ercent of the amount by which the individual’s AMTI exceeds (1)
5150,000 in the case of married individuals filing a joint return and
surviving spouses, (2) $112,500 in the case of other unmarried indi-
viduals, and (3) $75,000 in the case of married individuals filing
separate returns or an estate or a trust. These amounts are not in-
dexed for inflation.

Reasons for Change

The Congress believed that high marginal individual income tax
rates reduce incentives for taxpayers to work, to save, and to invest
and, thereby, have a negative effect on the long-term health of the
economy. The higher that marginal tax rates are, the greater is the
disincentive for individuals to increase their work effort. Lower
marginal tax rates provide greater incentives to taxpayers to be en-
trepreneurial risk takers; the Congress believed that the higher
marginal tax rates of prior-law discourage success. The Congress
believed that this tax cut will lead to increased investment by these
businesses, promoting long-term growth and stability in the econ-
omy and rewarding the businessmen and women who provide a
foundation for our country’s success.

In addition, lower marginal tax rates help remove the barriers
that lower-income families face as they try to enter the middle
class. The lower the marginal tax rates for lower-income families,
the greater is the incentive to work. The expanded 10-percent rate
bracket provides an incentive for these taxpayers to increase their
work effort.

Finally, there were signs that the economy was not growing as
fast as desirable. The Congress believed that immediate tax relief
could encourage growth in the economy by providing individuals
with additional tax relief. The Congress recognized that it was im-
portant to act quickly so that taxpayers become aware of the com-
mitment of the President and the Congress to enact this tax cut
and to adjust income tax withholding tables.

Explanation of Provision

Ten-percent regular income tax rate

The Act accelerates the increase in the taxable income levels for
the 10-percent rate bracket previously scheduled for 2008 to be ef-
fective in 2003 and 2004. Specifically, for 2003 and 2004, the Act
increases the taxable income level for the 10-percent regular in-
come tax rate brackets for unmarried individuals from $6,000 to
$7,000 and for married individuals filing jointly from $12,000 to
$14,000. The taxable income levels for the 10-percent regular in-
come tax rate bracket will be adjusted annually for inflation for
taxable years beginning after December 31, 2003.

For taxable years beginning after December 31, 2004, the taxable
income levels for the 10-percent rate bracket will revert to the lev-
els allowed under prior law. Therefore, for 2005, 2006, and 2007,
the levels will revert to $6,000 for unmarried individuals and
$12,000 for married individuals filing jointly. In 2008, the taxable
income levels for the 10-percent regular income tax rate brackets
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will be $7,000 for unmarried individuals and $14,000 for married
individuals filing jointly. The taxable income levels for the 10-per-
cent rate bracket will be adjusted annually for inflation for taxable
years beginning after December 31, 2008.15

Reduction of other regular income tax rates

The Act accelerates the reductions in the regular income tax
rates in excess of the 15-percent regular income tax rate that were
scheduled for 2004 and 2006. Therefore, for 2003—2010, the regular
income tax rates in excess of 15 percent under the bill are 25 per-
cent, 28 percent, 33 percent, and 35 percent.

Alternative minimum tax exemption amounts

The Act increases the AMT exemption amount for married tax-
payers filing a joint return and surviving spouses to $58,000, and
for unmarried taxpayers to $40,250, for taxable years beginning in
2003 and 2004.

Effective Date

The provision generally is effective for taxable years beginning
after December 31, 2002. The Congress recognized that withholding
at statutorily mandated rates (such as pursuant to backup with-
holding under section 3406) had already occurred. The Congress in-
tended that taxpayers who have been overwithheld as a con-
sequence of this obtain a refund of this overwithholding through
the normal process of filing an income tax return, and not through
the payor. In addition, the Congress anticipated that the Treasury
would provide a brief, reasonable period of transition for payors to
implement these changes in these statutorily mandated with-
holding rates.

15The size of the 10-percent rate bracket for taxable years beginning after December 31, 2004,
was modified by the Working Families Tax Relief Act of 2004, described in Part Fifteen of this
document.



II. GROWTH INCENTIVES FOR BUSINESS

A. Increase and Extension of Bonus Depreciation (sec. 201 of
the Act and sec. 168 of the Code)

Present and Prior Law

In general

A taxpayer is allowed to recover, through annual depreciation de-
ductions, the cost of certain property used in a trade or business
or for the production of income. The amount of the depreciation de-
duction allowed with respect to tangible property for a taxable year
is determined under the modified accelerated cost recovery system
(“MACRS”). Under MACRS, different types of property generally
are assigned applicable recovery periods and depreciation methods.
The recovery periods applicable to most tangible personal property
(generally tangible property other than residential rental property
and nonresidential real property) range from 3 to 25 years. The de-
preciation methods generally applicable to tangible personal prop-
erty are the 200-percent and 150-percent declining balance meth-
ods, switching to the straight-line method for the taxable year in
which the depreciation deduction would be maximized.

Section 280F limits the annual depreciation deductions with re-
spect to passenger automobiles to specified dollar amounts, indexed
for inflation.

Section 167(f)(1) provides that capitalized computer software
costs, other than computer software to which section 197 applies,
are recovered ratably over 36 months.

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment generally may elect to deduct up to
$25,000 of the cost of qualifying property placed in service for the
taxable year (sec. 179). In general, qualifying property is defined as
depreciable tangible personal property that is purchased for use in
the active conduct of a trade or business.

Additional first year depreciation deduction

The Job Creation and Worker Assistance Act of 200216
(“JCWAA”) allows an additional first-year depreciation deduction
equal to 30 percent of the adjusted basis of qualified property.l?
The amount of the additional first-year depreciation deduction is
not affected by a short taxable year. The additional first-year de-
preciation deduction is allowed for both regular tax and alternative
minimum tax purposes for the taxable year in which the property

16 Pub. L. No. 107-147, sec. 101 (2002).

17The additional first-year depreciation deduction is subject to the general rules regarding
whether an item is deductible under section 162 or subject to capitalization under section 263
or section 263A.

(15)



16

is placed in service.'® The basis of the property and the deprecia-
tion allowances in the year of purchase and later years are appro-
priately adjusted to reflect the additional first-year depreciation de-
duction. In addition, there are no adjustments to the allowable
amount of depreciation for purposes of computing a taxpayer’s al-
ternative minimum taxable income with respect to property to
which the provision applies. A taxpayer is allowed to elect out of
the additional first-year depreciation for any class of property for
any taxable year.

In order for property to qualify for the additional first-year de-
preciation deduction it must meet all of the following requirements.
First, the property must be (1) property to which MACRS applies
with an applicable recovery period of 20 years or less, (2) water
utility property (as defined in section 168(e)(5)), (3) computer soft-
ware other than computer software covered by section 197, or (4)
qualified leasehold improvement property (as defined in section
168(k)(3)).19 Second, the original use29 of the property must com-
mence with the taxpayer on or after September 11, 2001.21 Third,
the taxpayer must purchase the property within the applicable
time period. Finally, the property must be placed in service before
January 1, 2005. An extension of the placed in service date of one
year (i.e., to January 1, 2006) is provided for certain property with
a recovery period of ten years or longer and certain transportation
property.22 Transportation property is defined as tangible personal
property used in the trade or business of transporting persons or
property.

The applicable time period for acquired property is (1) after Sep-
tember 10, 2001, and before September 11, 2004, but only if no
binding written contract for the acquisition is in effect before Sep-
tember 11, 2001, or (2) pursuant to a binding written contract
which was entered into after September 10, 2001, and before Sep-
tember 11, 2004.23 With respect to property that is manufactured,
constructed, or produced by the taxpayer for use by the taxpayer,
the taxpayer must begin the manufacture, construction, or produc-
tion of the property after September 10, 2001, and before Sep-

18 However, the additional first-year depreciation deduction is not allowed for purposes of com-
puting earnings and profits.

19 A special rule precludes the additional first-year depreciation deduction for any property
that is required to be depreciated under the alternative depreciation system of MACRS.

20The term “original use” means the first use to which the property is put, whether or not
such use corresponds to the use of such property by the taxpayer.

If in the normal course of its business a taxpayer sells fractional interests in property to unre-
lated third parties, then the original use of such property begins with the first user of each frac-
tional interest (i.e., each fractional owner is considered the original user of its proportionate
share of the property).

21 A special rule applies in the case of certain leased property. In the case of any property
that is originally placed in service by a person and that is sold to the taxpayer and leased back
to such person by the taxpayer within three months after the date that the property was placed
in service, the property would be treated as originally placed in service by the taxpayer not ear-
lier than the date that the property is used under the leaseback.

If property is originally placed in service by a lessor (including by operation of section
168(k)(2)(D)(1)), such property is sold within three months after the date that the property was
placed in service, and the user of such property does not change, then the property is treated
as originally placed in service by the taxpayer not earlier than the date of such sale.

22In order for property to qualify for the extended placed in service date, the property is re-
quired to have a production period exceeding two years or an estimated production period ex-
ceeding one year and a cost exceeding $1 million.

23 Property does not fail to qualify for the additional first-year depreciation merely because
a binding written contract to acquire a component of the property is in effect prior to September
11, 2001.
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tember 11, 2004. Property that is manufactured, constructed, or
produced for the taxpayer by another person under a contract that
is entered into prior to the manufacture, construction, or produc-
tion of the property is considered to be manufactured, constructed,
or produced by the taxpayer. For property eligible for the extended
placed in service date, a special rule limits the amount of costs eli-
gible for the additional first year depreciation. With respect to such
property, only the portion of the basis that is properly attributable
to the costs incurred before September 11, 2004 (“progress expendi-
tures”) is eligible for the additional first-year depreciation.24

Property does not qualify for the additional first-year deprecia-
tion deduction when the user of such property (or a related party)
would not have been eligible for the additional first-year deprecia-
tion deduction if the user (or a related party) were treated as the
owner. For example, if a taxpayer sells to a related party property
that was under construction prior to September 11, 2001, the prop-
erty does not qualify for the additional first-year depreciation de-
duction. Similarly, if a taxpayer sells to a related party property
that was subject to a binding written contract prior to September
11, 2001, the property does not qualify for the additional first-year
depreciation deduction. As a further example, if a taxpayer (the les-
see) sells property in a sale-leaseback arrangement, and the prop-
erty otherwise would not have qualified for the additional first-year
depreciation deduction if it were owned by the taxpayer-lessee,
then the lessor is not entitled to the additional first-year deprecia-
tion deduction.

The limitation on the amount of depreciation deductions allowed
with respect to certain passenger automobiles (sec. 280F) is in-
creased in the first year by $4,600 for automobiles that qualify (and
do not elect out of the increased first year deduction). The $4,600
increase is not indexed for inflation.

Reasons for Change

The Congress believed that increasing and extending the addi-
tional first-year depreciation would accelerate purchases of equip-
ment, promote capital investment, modernization, and growth, and
would help to spur an economic recovery.

Explanation of Provision

The Act provides an additional first-year depreciation deduction
equal to 50 percent of the adjusted basis of qualified property.25
Qualified property is defined in the same manner as for purposes
of the 30-percent additional first-year depreciation deduction pro-
vided by the JCWAA except that the applicable time period for ac-
quisition (or self construction) of the property is modified. In addi-
tion, property must be placed in service before January 1, 2005 to

24For purposes of determining the amount of eligible progress expenditures, it is intended
that rules similar to sec. 46(d)(3) as in effect prior to the Tax Reform Act of 1986 shall apply.

25 A taxpayer is permitted to elect out of the 50-percent additional first-year depreciation de-
duction for any class of property for any taxable year.
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qualify.26 Property for which the 50-percent additional first year
depreciation deduction is claimed is not eligible for the 30-percent
additional first year depreciation deduction.

Under the Act, in order to qualify the property must be acquired
after May 5, 2003, and before January 1, 2005, and no binding
written contract for the acquisition is in effect before May 6,
2003.27 With respect to property that is manufactured, constructed,
or produced by the taxpayer for use by the taxpayer, the taxpayer
must begin the manufacture, construction, or production of the
property after May 5, 2003. For property eligible for the extended
placed in service date (i.e., certain property with a recovery period
of 10 years or longer and certain transportation property), a special
rule limits the amount of costs eligible for the additional first year
depreciation. With respect to such property, only progress expendi-
tures properly attributable to the costs incurred before January 1,
2005, shall be eligible for the additional first year depreciation.28

The Congress wishes to clarify that the adjusted basis of quali-
fied property acquired by a taxpayer in a like kind exchange or an
involuntary conversion is eligible for the additional first year de-
preciation deduction.

The Act also increases the limitation on the amount of deprecia-
tion deductions allowed with respect to certain passenger auto-
mobiles (sec. 280F) in the first year by $7,650 (in lieu of the $4,600
provided under the JCWAA) for automobiles that qualify (and do
not elect out of the increased first year deduction). The $7,650 in-
crease is not indexed for inflation.

The Act also extends the placed in service date requirement for
certain property with a recovery period of 10 years or longer and
certain transportation property to property placed in service prior
to January 1, 2006 (instead of January 1, 2005).2° In addition,
progress expenditures eligible for the 30-percent additional first
year depreciation is extended to include costs incurred prior to Jan-
uary 1, 2005 (instead of September 11, 2004).

Effective Date
The provision applies to taxable years ending after May 5, 2003.

26 An extension of the placed in service date of one year (i.e., January 1, 2006) is provided
for certain property with a recovery period of 10 years or longer and certain transportation prop-
erty as defined for purposes of the JCWAA.

27 Property does not fail to qualify for the additional first-year depreciation merely because
a binding written contract to acquire a component of the property is in effect prior to May 6,
2003. However, no 50-percent additional first-year depreciation is permitted on any such compo-
nent. No inference is intended as to the proper treatment of components placed in service under
the 30 percent additional first-year depreciation provided by the JCWAA.

28 For purposes of determining the amount of eligible progress expenditures, it is intended
that rules similar to sec. 46(d)(3) as in effect prior to the Tax Reform Act of 1986 are to apply.

29 Property that is otherwise eligible for the extended placed-in-service rules, and that is ac-
quired and placed in service during 2005 pursuant to a written binding contract which was en-
tered into after May 5, 2003, and before January 1, 2005, is eligible for the 50-percent additional
first-year depreciation deduction. A technical correction may be necessary so that the statute
reflects this intent.
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B. Increased Expensing for Small Business (sec. 202 of the
Act and sec. 179 of the Code)

Present and Prior Law

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment may elect to deduct up to $25,000
(for taxable years beginning in 2003 and thereafter) of the cost of
qualifying property placed in service for the taxable year (sec.
179).30 In general, qualifying property is defined as depreciable
tangible personal property that is purchased for use in the active
conduct of a trade or business. The $25,000 amount is reduced (but
not below zero) by the amount by which the cost of qualifying prop-
erty placed in service during the taxable year exceeds $200,000. An
election to expense these items generally is made on the taxpayer’s
original return for the taxable year to which the election relates,
and may be revoked only with the consent of the Commissioner.31
In general, taxpayers may not elect to expense off-the-shelf com-
puter software.32

The amount eligible to be expensed for a taxable year may not
exceed the taxable income for a taxable year that is derived from
the active conduct of a trade or business (determined without re-
gard to this provision). Any amount that is not allowed as a deduc-
tion because of the taxable income limitation may be carried for-
ward to succeeding taxable years (subject to similar limitations).
No general business credit under section 38 is allowed with respect
to any amount for which a deduction is allowed under section 179.

Reasons for Change

The Congress believed that section 179 expensing provides two
important benefits for small businesses. First, it lowers the cost of
capital for tangible property used in a trade or business. With a
lower cost of capital, the Congress believed small business will in-
vest in more equipment and employ more workers. Second, it elimi-
nates depreciation recordkeeping requirements with respect to ex-
pensed property. In order to increase the value of these benefits
and to increase the number of taxpayers eligible, the Act increases
the amount allowed to be expensed under section 179 and increases
the amount of the phase-out threshold, as well as indexing these
amounts.

The Congress also believed that purchased computer software
should be included in the section 179 expensing provision so that
it is not disadvantaged relative to developed software. In addition,
the Congress believed that the process of making and revoking sec-
tion 179 elections should be made simpler and more efficient for

30 Additional section 179 incentives are provided with respect to a qualified property used by
a business in the New York Liberty Zone (sec. 1400L(f)), an empowerment zone (sec. 1397A),
or a renewal community (sec. 1400J).

31Section 179(c)(2). A taxpayer may make the election on the original return (whether or not
the return is timely), or on an amended return filed by the due date (including extensions) for
filing the return for the tax year the property was placed in service. If the taxpayer timely filed
an original return without making the election, the taxpayer may still make the election by fil-
ing an amended return within six months of the due date of the return (excluding extensions).
Treas. Reg. sec. 1.179-5.

32 Section 179(d)(1) requires that property be tangible to be eligible for expensing; in general,
computer software is intangible property.
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taxpayers by eliminating the requirement of the consent of the
Commissioner.

Explanation of Provision 33

The Act provides that the maximum dollar amount that may be
deducted under section 179 is increased to $100,000 for property
placed in service in taxable years beginning in 2003, 2004, and
2005. In addition, the $200,000 amount is increased to $400,000 for
property placed in service in taxable years beginning in 2003, 2004,
and 2005. The dollar limitations are indexed annually for inflation
for taxable years beginning after 2003 and before 2006. The provi-
sion also includes off-the-shelf computer software placed in service
in a taxable year beginning in 2003, 2004, or 2005, as qualifying
property. With respect to a taxable year beginning after 2002 and
before 2006, the provision permits taxpayers to make or revoke ex-
pensing elections on amended returns without the consent of the
Commissioner.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2002.

33 The provision was subsequently extended in section 201 of the American Jobs Creation Act
of 2004, Pub. L. No. 108-357, described in Part Seventeen.



III. REDUCTION IN TAXES ON DIVIDENDS AND CAPITAL
GAINS

A. Reduction in Capital Gains Rates for Individuals; Repeal
of Five-Year Holding Period Requirement (sec. 301 of the
Act and sec. 1(h) of the Code)

Present and Prior Law

In general, gain or loss reflected in the value of an asset is not
recognized for income tax purposes until a taxpayer disposes of the
asset. On the sale or exchange of a capital asset, any gain generally
is included in income. Any net capital gain of an individual is taxed
at maximum rates lower than the rates applicable to ordinary in-
come. Net capital gain is the excess of the net long-term capital
gain for the taxable year over the net short-term capital loss for
the year. Gain or loss is treated as long-term if the asset is held
for more than one year.

Capital losses generally are deductible in full against capital
gains. In addition, individual taxpayers may deduct capital losses
against up to $3,000 of ordinary income in each year. Any remain-
ing unused capital losses may be carried forward indefinitely to an-
other taxable year.

A capital asset generally means any property except: (1) inven-
tory, stock in trade, or property held primarily for sale to cus-
tomers in the ordinary course of the taxpayer’s trade or business;
(2) depreciable or real property used in the taxpayer’s trade or
business; (3) specified literary or artistic property; (4) business ac-
counts or notes receivable; (5) certain U.S. publications; (6) certain
commodity derivative financial instruments; (7) hedging trans-
actions; and (8) business supplies. In addition, the net gain from
the disposition of certain property used in the taxpayer’s trade or
business is treated as long-term capital gain. Gain from the dis-
position of depreciable personal property is not treated as capital
gain to the extent of all previous depreciation allowances. Gain
from the disposition of depreciable real property is generally not
treated as capital gain to the extent of the depreciation allowances
in excess of the allowances that would have been available under
the straight-line method of depreciation.

Under prior law, the maximum rate of tax on the adjusted net
capital gain of an individual was 20 percent. In addition, any ad-
justed net capital gain which otherwise would have been taxed at
a 15-percent rate was taxed at a 10-percent rate. These rates ap-
plied for purposes of both the regular tax and the alternative min-
imum tax.

The “adjusted net capital gain” of an individual is the net capital
gain reduced (but not below zero) by the sum of the 28-percent rate
gain and the unrecaptured section 1250 gain. The net capital gain

(21)
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is reduced by the amount of gain that the individual treats as in-
vestment income for purposes of determining the investment inter-
est limitation under section 163(d).

The term “28-percent rate gain” means the amount of net gain
attributable to long-term capital gains and losses from the sale or
exchange of collectibles (as defined in section 408(m) without re-
gard to paragraph (3) thereof), an amount of gain equal to the
amount of gain excluded from gross income under section 1202 (re-
lating to certain small business stock),3¢ the net short-term capital
loss for the taxable year, and any long-term capital loss carryover
to the taxable year.

“Unrecaptured section 1250 gain” means any long-term capital
gain from the sale or exchange of section 1250 property (i.e., depre-
ciable real estate) held more than one year to the extent of the gain
that would have been treated as ordinary income if section 1250
applied to all depreciation, reduced by the net loss (if any) attrib-
utable to the items taken into account in computing 28-percent rate
gain. The amount of unrecaptured section 1250 gain (before the re-
duction for the net loss) attributable to the disposition of property
to which section 1231 applies shall not exceed the net section 1231
gain for the year.

The unrecaptured section 1250 gain is taxed at a maximum rate
of 25 percent, and the 28-percent rate gain is taxed at a maximum
rate of 28 percent. Any amount of unrecaptured section 1250 gain
or 28-percent rate gain otherwise taxed at a 10- or 15-percent rate
is taxed at that rate.

Under prior law, any gain from the sale or exchange of property
held more than five years that would otherwise have been taxed at
the 10-percent rate was taxed at an 8-percent rate. Any gain from
the sale or exchange of property held more than five years and the
holding period for which began after December 31, 2000, which
would otherwise have been taxed at a 20-percent rate was taxed at
an 18-percent rate.

Reasons for Change

The Congress believed that, by reducing the effective tax rates on
capital gains, American households will respond by increasing sav-
ings. The Congress believed it is important to encourage risk-tak-
ing and believed that a reduction in the taxation of capital gains
will have that effect. The Congress also believed that a reduction
in the taxation of capital gains will improve the efficiency of the
markets, because the taxation of capital gains upon realization en-
courages investors who have accrued past gains to keep their mon-
ies “locked in” to such investments even when better investment
opportunities present themselves. A reduction in the taxation of
capital gains should reduce this “lock in” effect.

The Congress believed it is important that tax policy be condu-
cive to economic growth. Economic growth cannot occur without
savings, investment, and the willingness of individuals to take
risks. The greater the pool of savings, the greater will be the mon-
ies available for business investment. It is through such invest-

34This results in a maximum effective regular tax rate on qualified gain from small business
stock of 14 percent.
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ment that the United States’ economy can increase output and pro-
ductivity. It is through increases in productivity that workers earn
higher real wages. Hence, a greater saving rate is necessary for all
Americans to benefit from a higher standard of living.

Explanation of Provision

The Act reduces the 10- and 20-percent rates on the adjusted net
capital gain of an individual to five (zero for taxable years begin-
ning after 2007) and 15 percent, respectively. These lower rates
apply to both the regular tax and the alternative minimum tax.
The lower rates apply to assets held more than one year.

Effective Date

The provision applies to taxable years ending on or after May 6,
2003, and beginning before January 1, 2009.

For taxable years that include May 6, 2003, the lower rates apply
to amounts properly taken into account for the portion of the year
on or after that date. This generally has the effect of applying the
lower rates to capital assets sold or exchanged (and installment
payments received) on or after May 6, 2003. In the case of gain and
loss taken into account by a pass-through entity, the date taken
into account by the entity is the appropriate date for applying this
rule.

B. Dividend Income of Individuals Taxed at Capital Gain
Rates (sec. 302 of the Act and sec. 1(h) of the Code)

Present and Prior Law

Under prior law, dividends received by an individual 35> were in-
cluded in gross income and taxed as ordinary income at rates up
to 38.6 percent.36

Under prior law, the rate of tax on the net capital gain of an in-
dividual generally was 20 percent (10 percent37 with respect to in-
come which would otherwise be taxed at the 10- or 15-percent
rate).38 Net capital gain means net gain from the sale or exchange
of capital assets held for more than one year in excess of net loss
from the sale or exchange of capital assets held not more than one
year.

Reasons for Change

Under prior law, the United States had a “classical” system of
taxing corporate income. Under this system, corporations and their
shareholders are treated as separate persons. A tax was imposed
on the corporation on its taxable income, and after-tax earnings
distributed to individual shareholders as dividends are included in
the individual’s income and taxed at the individual’s tax rate. This
system created the so-called “double taxation of dividends.”

35The rates applicable to individuals also apply to trusts and estates.

36 Section 105 of the Act reduced the maximum rate to 35 percent.

37 An eight-percent rate applied to property held more than five years.

38 Section 301 of the Act reduced the capital gain rates to five (zero for taxable years begin-
ning after 2007) and 15 percent, respectively.
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The Congress noted that economically, the issue was not that
dividends were taxed twice, but rather the magnitude of the total
tax burden on income from different investments. The Congress be-
lieved the prior system, by placing different tax burdens on dif-
ferent investments, resulted in economic distortions. The Congress
observed that prior law distorted corporate financial decisions. The
Congress observed that because interest payments on the debt are
deductible, prior law encouraged corporations to finance using debt
rather than equity and created incentives for financial engineering
to achieve interest deductions from financial instruments with sub-
stantial equity characteristics. The Congress believed that the in-
crease in corporate leverage, while beneficial to each corporation
from a tax perspective, may have placed the economy at risk of
more bankruptcies during an economic downturn. In addition, the
Congress found that prior law encouraged corporations to retain
earnings rather than to distribute them as taxable dividends. If
dividends are discouraged, shareholders may prefer that corporate
management retain and reinvest earnings rather than pay out divi-
dends, even if the shareholder might have an alternative use for
the funds that could offer a higher rate of return than that earned
on the retained earnings. This was another source of inefficiency as
the opportunity to earn higher pre-tax returns was by-passed in
favor of lower pre-tax returns.

The Congress believed it is important that tax policy be condu-
cive to economic growth. Economic growth is impeded by tax-in-
duced distortions in the capital markets. Mitigating these distor-
tions will improve the efficiency of the capital markets. In addition,
reducing the aggregate tax burden on investments made by cor-
porations will lower the cost of capital needed to finance new in-
vestments and lead to increases in aggregate national investment
by the private sector. It is through such investment that the
United States’ economy can increase output and productivity. It is
through increases in productivity that workers earn higher real
wages and all Americans benefit from a higher standard of living.

Explanation of Provision 39

Under the Act, dividends received by a non-corporate shareholder
from domestic corporations and qualified foreign corporations are
taxed at the same rates that apply to net capital gain. This treat-
ment applies for purposes of both the regular tax and the alter-
native minimum tax. Thus, under the Act, dividends received by an
individual, estate, or trust are taxed at rates of five (zero for tax-
able years beginning after 2007) and 15 percent.40

If a shareholder does not hold a share of stock for more than 60
days during the 121-day period beginning 60 days before the ex-
dividend date (as measured under section 246(c)),4! dividends re-
ceived on the stock are not eligible for the reduced rates. Also, the
reduced rates are not available for dividends to the extent that the

39The provision is described as amended by the technical corrections enacted by section 402
of the Working Families Relief Act of 2004. See H.R. Rep. No. 108-696, the Conference Report
to accompany H.R. 1308, pp. 87-88 (Sept. 23, 2004).

40 Payments in lieu of dividends are not eligible for the lower rates. See section 6045(d) relat-
ing to statements required to be furnished by brokers regarding these payments.

411n the case of preferred stock, the period is 90 days within a 181-day period beginning 90
days before the ex-dividend date.
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taxpayer is obligated to make related payments with respect to po-
sitions in substantially similar or related property.

Qualified dividend income includes otherwise qualified dividends
received from a qualified foreign corporation. The term “qualified
foreign corporation” includes a foreign corporation that is eligible
for the benefits of a comprehensive income tax treaty with the
United States which the Treasury Department determines to be
satisfactory and which includes an exchange of information pro-
gram.42 In addition, a foreign corporation is treated as a qualified
foreign corporation with respect to any dividend paid by the cor-
poration with respect to stock that is readily tradable on an estab-
lished securities market in the United States.43

Dividends received from a foreign corporation that was a foreign
investment company (as defined in section 1246(b)), a passive for-
eign investment company (as defined in section 1297), or a foreign
personal holding company (as defined in section 552) in either the
taxable year of the distribution or the preceding taxable year are
not qualified dividends.*4

Special rules apply in determining a taxpayer’s foreign tax credit
limitation under section 904 in the case of qualified dividend in-
come. For these purposes, rules similar to the rules of section
904(b)(2)(B) concerning adjustments to the foreign tax credit limita-
tion to reflect any capital gain rate differential will apply to any
qualified dividend income. Additionally, it is anticipated that regu-
lations promulgated under this provision will coordinate the oper-
ation of the rules applicable to qualified dividend income and cap-
ital gain.

If an individual, estate, or trust receives an extraordinary divi-
dend (within the meaning of section 1059(c)) eligible for the re-
duced rates with respect to any share of stock, any loss on the sale
of the stock is treated as a long-term capital loss to the extent of
the dividend.

A dividend is treated as investment income for purposes of deter-
mining the amount of deductible investment interest only if the
taxpayer elects to treat the dividend as not eligible for the reduced
rates.

The deduction for estate taxes under section 691(c) paid on any
qualified dividend that is income in respect of a decedent reduces
the amount eligible for the lower tax rates.

The amount of dividends qualifying for reduced rates that may
be paid by a regulated investment company (“RIC”) for any taxable
year in which the qualified dividend income received by the com-
pany is less than 95 percent of its gross income (as specially com-
puted) may not exceed the sum of (i) the qualified dividend income
of the RIC for the taxable year and (ii) the amount of earnings and
profits accumulated in a non-RIC taxable year that were distrib-
uted by the RIC during the taxable year.

42TRS Notice 2003-69 (I.R.B. 2003—42, Oct. 20, 2003) provides a list of treaties satisfying this
requirement.

43TRS Notice 2003-71 (I.LR.B. 2003-43, Oct. 27, 2003), IRS Notice 2003-79 (I.R.B. 2003-50,
December 15, 2003), and IRS Notice 2004-71 (I.R.B. 2004—45, November 8, 2004) provide guid-
ance on when stock of a foreign corporation is considered readily tradable on an established se-
curities market in the United States for this purpose.

44TRS Notice 2004-70 (I.R.B. 2004-44, Nov. 1, 2004) provides guidance on dividend treatment
for amounts received by shareholders from foreign corporations subject to anti-deferral regimes.
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The amount of dividends qualifying for reduced rates that may
be paid by a real estate investment trust (“REIT”) for any taxable
year may not exceed the sum of (i) the qualified dividend income
of the REIT for the taxable year, (ii) an amount equal to the excess
of the income subject to the taxes imposed by section 857(b)(1) and
the regulations prescribed under section 337(d) for the preceding
taxable year over the amount of these taxes for the preceding tax-
able year, and (iii) the amount of earnings and profits accumulated
in a non-REIT taxable year that were distributed by the REIT dur-
ing the taxable year.

The reduced rates do not apply to dividends received from an or-
ganization that was exempt from tax under section 501 or was a
tax-exempt farmers’ cooperative in either the taxable year of the
distribution or the preceding taxable year; dividends received from
a mutual savings bank that received a deduction under section 591;
or deductible dividends paid on employer securities.

In the case of brokers and dealers who engage in securities lend-
ing transactions, short sales, or other similar transactions on be-
half of their customers in the normal course of their trade or busi-
ness, the Congress intended that the IRS would exercise its author-
ity under section 6724(a) to waive penalties where dealers and bro-
kers attempt in good faith to comply with the information reporting
requirements under sections 6042 and 6045, but were unable to
reasonably comply because of the period necessary to conform their
information reporting systems to the retroactive rate reductions on
qualified dividends provided by the Act. In addition, the Congress
expected that individual taxpayers who received payments in lieu
of dividends from these transactions could treat the payments as
dividend income to the extent that the payments were reported to
them as dividend income on their Forms 1099-DIV received for cal-
endar year 2003, unless they knew or had reason to know that the
payments were in fact payments in lieu of dividends rather than
actual dividends.4?

The tax rate for the accumulated earnings tax (sec. 531) and the
personal holding company tax (sec. 541) is reduced to 15 percent.

Amounts treated as ordinary income on the disposition of certain
preferred stock (sec. 306) are treated as dividends for purposes of
applying the reduced rates.

The collapsible corporation rules (sec. 341) are repealed.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2002. In the case of a RIC, REIT, S corporation, part-
nership, estate, trust, or common trust fund, the provision applies
to taxable years ending after December 31, 2002, with respect to
dividends received after that date.

The provision does not apply to taxable years beginning after De-
cember 31, 2008.

45]TRS Notice 2003-67 (I.LR.B. 2003-40, Oct. 6, 2003) provides guidance to brokers and individ-
uals regarding information reporting for payments in lieu of dividends. IRS Notice 2003-79
(I.R.B 2003-50, December 15, 2003) and IRS Notice 200471 (I.R.B. 2004-45, November 8, 2004)
provide guidance to brokers and individuals regarding information reporting for foreign divi-
dends.



IV. CORPORATE ESTIMATED TAX PAYMENTS FOR 2003

A. Time for Payment of Corporate Estimated Taxes (sec. 501
of the Act)

Present and Prior Law

In general, corporations are required to make quarterly esti-
mated tax payments of their income tax liability (sec. 6655). For a
corporation whose taxable year is a calendar year, these estimated
tax payments must be made by April 15, June 15, September 15,
and December 15.

Reasons for Change

The Congress believed it was appropriate to modify the corporate
estimated tax requirements.

Explanation of Provision

With respect to corporate estimated tax payments otherwise due
on September 15, 2003, 25 percent is not required to be paid until
October 1, 2003.

Effective Date

The provision is effective on the date of enactment (May 26,
2003)
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PART TWO: SURFACE TRANSPORTATION EXTENSION
ACT OF 2003 (PUBLIC LAW 108-88) 46

A. Extension of Highway Trust Fund and Aquatic Resources
Trust Fund Expenditure Authority (sec. 12 of the Act)

Present and Prior Law

Under prior law, the Internal Revenue Code (sec. 9503) author-
ized expenditures (subject to appropriations) to be made from the
Highway Trust Fund through September 30, 2003, for purposes
provided in specified authorizing legislation as in effect on the date
of enactment of the most recent authorizing Act (the Transpor-
tation Equity Act for the 21st Century).

Under prior law, expenditures also were authorized from the
Aquatic Resources Trust Fund through September 30, 2003.

Highway Trust Fund spending is limited by anti-deficit provi-
sions internal to the Highway Trust Fund, the so-called “Harry
Byrd rule.” The rule requires the Treasury Department to deter-
mine, on a quarterly basis, the amount (if any) by which unfunded
highway authorizations exceed projected net Highway Trust Fund
tax receipts for the 24-month period beginning at the close of each
fiscal year (sec. 9503(d)). Similar rules apply to unfunded Mass
Transit Account authorizations. If unfunded authorizations exceed
projected 24-month receipts, apportionments to the States for speci-
fied programs funded by the relevant Trust Fund Account are to
be reduced proportionately. Because of the Harry Byrd rule, taxes
dedicated to the Highway Trust Fund typically are scheduled to ex-
pire at least two years after current authorizing Acts.

Explanation of Provision 47

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through February
29, 2004. The Act also updates the Highway Trust Fund cross ref-
erences to authorizing legislation to include expenditure purposes
in this Act and prior authorizing legislation as in effect on the date
of enactment.

Instead of extending the taxes dedicated to the Highway Trust
Fund, the Act creates a temporary rule (through February 29,
2004) for purposes of the anti-deficit provisions of the Highway
Trust Fund. For purposes of determining 24 months of projected

46H.R. 3087. The House passed the bill on the suspension calendar on September 24, 2003.
The Senate passed the bill by unanimous consent on September 26, 2003. The President signed
the bill on September 30, 2003.

47The expiration dates described herein were subsequently extended by the Surface Transpor-
tation Extension Act of 2004; the Surface Transportation Extension Act of 2004, Part II; the
Surface Transportation Extension Act of 2004, Part III; the Surface Transportation Extension
Act of 2004, Part IV; and the Surface Transportation Extension Act of 2004, Part V, described
in Part Eight, Part Eleven, Part Twelve, Part Thirteen, and Part Fourteen, respectively.
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revenues for the anti-deficit provisions, the Secretary of the Treas-
ury is instructed to treat each expiring provision relating to appro-
priations and transfers to the Highway Trust Fund to have been
extended through the end of the 24-month period and to assume
that the rate of tax during such 24-month period remains the same
as the rate in effect on the date of enactment of the Act.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
February 29, 2004. The Act also updates the Aquatics Resources
Trust Fund cross references to authorizing legislation to include ex-
penditure purposes as in effect on the date of enactment of this
Act.

Effective Date

The provision is effective on the date of enactment (September
30, 2003).



PART THREE: TO EXTEND THE TEMPORARY ASSIST-
ANCE FOR NEEDY FAMILIES BLOCK GRANT PRO-
GRAM, AND CERTAIN TAX AND TRADE PROGRAMS,
AND FOR OTHER PURPOSES (PUBLIC LAW 108-89)48

A. Disclosure of Return Information Relating to Student
Loans (sec. 201 of the Act and sec. 6103(1) of the Code)

Present and Prior Law

Present and prior law prohibit the disclosure of returns and re-
turn information, except to the extent specifically authorized by the
Code.%? An exception is provided for disclosure to the Department
of Education (but not to contractors thereof) of a taxpayer’s filing
status, adjusted gross income and identity information (i.e., name,
mailing address, taxpayer identifying number) to establish an ap-
propriate repayment amount for an applicable student loan.50
Under prior law, the Department of Education disclosure authority
was scheduled to expire after September 30, 2003.

Explanation of Provision

The Act extends the disclosure authority relating to the disclo-
sure of return information to carry out income-contingent repay-
ment of student loans. The disclosure authority does not apply to
any request made after December 31, 2004.51

Effective Date

The provision is effective with respect to requests for disclosures
made after September 30, 2003.

B. Extension of IRS User Fees (sec. 202 of the Act and new
sec. 7528 of the Code)

Present and Prior Law

The IRS provides written responses to questions of individuals,
corporations, and organizations relating to their tax status or the
effects of particular transactions for tax purposes. The IRS gen-
erally charges a fee 52 for requests for a letter ruling, determination

48H.R. 3146. The House passed the bill on the suspension calendar on September 24, 2003.
The Senate passed the bill with an amendment by unanimous consent on September 30, 2003.
The House passed the bill as amended by the Senate by unanimous consent on September 30,
2003. The President signed the bill on October 1, 2003.

49 Sec. 6103.

50 Sec. 6103(1)(13).

51The provision predated the enactment of H.R. 1308, Pub. L. No. 108-311 (the “Working
Families Tax Relief Act of 2004”), which further extended the disclosure authority through De-
cember 31, 2005.

52These user fees were originally enacted in section 10511 of the Revenue Act of 1987 (Pub.
L. No. 100-203, December 22, 1987) but were not originally placed in the Code.
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letter, opinion letter, or other similar ruling or determination.
Under prior law,53 the statutory authorization for these user fees
was extended through September 30, 2003.

Explanation of Provision

The Act extends the statutory authorization for IRS user fees
through December 31, 2004.54 The Act also moves the statutory au-
thorization for these fees into the Code 55 and repeals the off-Code
statutory authorization for these fees.

Effective Date

The provision is effective for requests made after the date of en-
actment (October 1, 2003).

C. Extension of Customs User Fees (sec. 301 of the Act)

Present and Prior Law

Section 13031 of the Consolidated Omnibus Budget Reconcili-
ation Act of 1985 (COBRA)56 authorized the Secretary of the
Treasury to collect certain service fees. Section 412 of the Home-
land Security Act of 200257 authorized the Secretary of the Treas-
ury to delegate such authority to the Secretary of Homeland Secu-
rity. Provided for under 19 U.S.C. 58c, these fees include: pro-
cessing fees for air and sea passengers, commercial trucks, rail
cars, private aircraft and vessels, commercial vessels, dutiable mail
packages, barges and bulk carriers, merchandise, and Customs
broker permits. COBRA was amended on several occasions but
most recently by Pub. L. No. 103-182, which extended authoriza-
tion for collection of these fees through September 30, 2003.

Explanation of Provision

The Act extends the authorization for the collection of customs
user fees though March 31, 2004.58

Effective Date

The provision is effective on the date of enactment (October 1,
2003).

53 Pub. L. No. 104-117, an Act to provide that members of the Armed Forces performing serv-
ices for the peacekeeping efforts in Bosnia and Herzegovina, Croatia, and Macedonia shall be
entitled to tax benefits in the same manner as if such services were performed in a combat zone,
and for other purposes (March 20, 1996).

54 Section 891 of the American Jobs Creation Act of 2004 (Pub. L. No. 108-357, October 22,
2004) further extended the statutory authorization for these user fees through September 30,
2014.

55Sec. 7528. The Act also moved into the Code the user fee provision relating to pension plans
that was enacted in section 620 of the Economic Growth and Tax Relief Reconciliation Act of
2001 (Pub. L. No. 107-16, June 7, 2001).

56 Pub. L. No. 99-272.

57Pub. L. No. 107-296.

58The expiration date was subsequently extended by the Military Family Tax Relief Act of
2003, and the American Jobs Creation Act of 2004, described in Part Four and Part Seventeen,
respectively. Present law provides authorization for the collection of these fees through Sep-
tember 30, 2014 (sec. 201; 117 Stat. 1335).



PART FOUR: MILITARY FAMILY TAX RELIEF ACT OF 2003
(PUBLIC LAW 108-121) 59

I. IMPROVING TAX EQUITY FOR MILITARY PERSONNEL

A. Exclusion of Gain on Sale of a Principal Residence by a
Member of the Uniformed Services or the Foreign Service
(sec. 101 of the Act and sec. 121 of the Code)

Present and Prior Law

Under present and prior law, an individual taxpayer may exclude
up to $250,000 ($500,000 if married filing a joint return) of gain
realized on the sale or exchange of a principal residence. To be eli-
gible for the exclusion, the taxpayer must have owned and used the
residence as a principal residence for at least two of the five years
ending on the sale or exchange. A taxpayer who fails to meet these
requirements by reason of a change of place of employment, health,
or, to the extent provided under regulations, unforeseen cir-
cumstances is able to exclude an amount equal to the fraction of
the $250,000 ($500,000 if married filing a joint return) that is
equal to the fraction of the two years that the ownership and use
requirements are met. Under prior law, there were no special rules
relating to members of the uniformed services or the Foreign Serv-
ice of the United States.

Reasons for Change 6°

The Congress believed that members of the uniformed services
and the Foreign Service of the United States who would otherwise
qualify for the exclusion of the gain on the sale of a principal resi-
dence should not be deprived the exclusion because of service to
their country. The Congress believed that it is unfair that members
of the uniformed services and the Foreign Service of the United
States are unable to avail themselves of the exclusion due to relo-
cations required by service to their country.

Explanation of Provision

Under the Act, an individual may elect to suspend for a max-
imum of 10 years the five-year test period for ownership and use
during certain absences due to service in the uniformed services or
the Foreign Service of the United States. The uniformed services

59 H.R. 3365. The House passed the bill on the suspension calendar on October 29, 2003. The
Senate passed the bill with an amendment by unanimous consent on November 3, 2003. The
House passed the bill as amended by the Senate on the suspension calendar on November 5,
2003. The President signed the bill on November 11, 2003.

60See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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include: (1) the Armed Forces (the Army, Navy, Air Force, Marine
Corps, and Coast Guard); (2) the commissioned corps of the Na-
tional Oceanic and Atmospherlc Administration; and (3) the com-
missioned corps of the Public Health Service. If the election is
made, the five-year period ending on the date of the sale or ex-
change of a principal residence does not include any period up to
five years during which the taxpayer or the taxpayer’s spouse is on
qualified official extended duty as a member of the uniformed serv-
ices or in the Foreign Service of the United States. For these pur-
poses, qualified official extended duty is any period of extended
duty while serving at a place of duty at least 150 miles away from
the taxpayer’s principal residence or under orders compelling resi-
dence in Government furnished quarters. Extended duty is defined
as any period of duty pursuant to a call or order to such duty for
a period in excess of 180 days or for an indefinite period. The elec-
tion may be made with respect to only one property for a suspen-
sion period.

Effective Date

The provision is effective for sales or exchanges after May 6,
1997.

B. Exclusion from Gross Income of Certain Death Gratuity
Payments (sec. 102 of the Act and sec. 134 of the Code)

Present and Prior Law

Present and prior law provides that qualified military benefits
are not included in gross income. Generally, a qualified military
benefit is any allowance or in-kind benefit (other than personal use
of a vehicle) which: (1) is received by any member or former mem-
ber of the uniformed services of the United States or any depend-
ent of such member by reason of such member’s status or service
as a member of such uniformed services; and (2) was excludable
from gross income on September 9, 1986, under any provision of
law, regulation, or administrative practice which was in effect on
such date. Generally, other than certain cost of living adjustments,
no modification or adjustment of any qualified military benefit
after September 9, 1986, is taken into account for purposes of this
exclusion from gross income. Qualified military benefits include
certain death gratuities. The amount of the military death gratuity
benefit has been increased since September 9, 1986, to $6,000 pur-
suant to Chapter 75 of Title 10 of the United States Code. Under
prior law, the amount of the exclusion from gross income was not
increased to take into account this change.

Reasons for Change 61

The Congress believed that the amount of the exclusion for these
death gratuities should be conformed to the levels of such death
gratuities. Further, the Congress believed that the amount of the

61See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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exclusion should be automatically adjusted for future changes in
these death gratuities.

Explanation of Provision

The Act extends the exclusion from gross income for military
benefits to any adjustment to the amount of the death gratuity
payable under Chapter 75 of Title 10 of the United States Code
that is pursuant to a provision of law enacted after September 9,
1986, with respect to the death of certain members of the Armed
services on active duty, inactive duty training, or engaged in au-
thorized travel.62

Effective Date

The provision is effective with respect to deaths occurring after
September 10, 2001.

C. Exclusion for Amounts Received Under Department of
Defense Homeowners Assistance Program (sec. 103 of the
Act and sec. 132 of the Code)

Present and Prior Law

Homeowners Assistance Program payment

The Department of Defense Homeowners Assistance Program
(“HAP”) provides payments to certain employees and members of
the Armed Forces to offset the adverse effects on housing values
that result from a military base realignment or closure.63

In general, under HAP, eligible individuals receive either: (1) a
cash payment as compensation for losses that may be or have been
sustained in a private sale, in an amount not to exceed the dif-
ference between (a) 95 percent of the fair market value of their
property prior to public announcement of intention to close all or
part of the military base or installation and (b) the fair market
value of such property at the time of the sale; or (2) as the pur-
chase price for their property, an amount not to exceed 90 percent
of the prior fair market value as determined by the Secretary of
Defense, or the amount of the outstanding mortgages.

Tax treatment

Unless specifically excluded, gross income for Federal income tax
purposes includes all income from whatever source derived.
Amounts received under HAP are received in connection with the
performance of services. Under prior law, these amounts were in-
cludible in gross income as compensation for services to the extent
such payments exceed the fair market value of the property relin-
quished in exchange for such payments. Additionally under prior
law, such payments were wages for Federal Insurance Contribu-
tions Act (“FICA”) tax purposes (including Medicare).

62The Act also increases the death gratuity benefit from $6,000 to $12,000.
63 The payments are authorized under the provisions of 42 U.S.C. sec. 3374.
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Reasons for Change 64

The Congress believed that an exclusion from gross income and
FICA taxes was necessary to provide full compensation for the
losses in home values incurred as a result of military base realign-
ment or closure. The Congress further believed that this would
help to facilitate necessary military base realignment or closure.

Explanation of Provision

The Act generally exempts from gross income amounts received
under the HAP (as in effect on the date of enactment of this Act).
Amounts received under the program also are not considered wages
for FICA tax purposes (including Medicare). The excludable
amount is limited to the reduction in the fair market value of prop-
erty.

Effective Date

The provision is effective for payments made after the date of en-
actment (November 11, 2003).

D. Expansion of Combat Zone Filing Rules to Contingency
Operations (sec. 104 of the Act and sec. 7508 of the Code)

Present and Prior Law

General time limits for filing tax returns

Individuals generally must file their Federal income tax returns
by April 15 of the year following the close of a taxable year. The
Secretary may grant reasonable extensions of time for filing such
returns. Treasury regulations provide an additional automatic two-
month extension (until June 15 for calendar-year individuals) for
United States citizens and residents in military or naval service on
duty on April 15 of the following year (the otherwise applicable due
date of the return) outside the United States. No action is nec-
essary to apply for this extension, but taxpayers must indicate on
their returns (when filed) that they are claiming this extension.
Unlike most extensions of time to file, this extension applies to
both filing returns and paying the tax due.

Treasury regulations also provide, upon application on the proper
form, an automatic four-month extension (until August 15 for cal-
endar-year individuals) for any individual timely filing that form
and paying the amount of tax estimated to be due.

In general, individuals must make quarterly estimated tax pay-
ments by April 15, June 15, September 15, and January 15 of the
following taxable year. Wage withholding is considered to be a pay-
ment of estimated taxes.

Suspension of time periods

In general, the period of time for performing various acts under
the Code, such as filing tax returns, paying taxes, or filing a claim

64See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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for credit or refund of tax, is suspended for any individual serving
in the Armed Forces of the United States in an area designated as
a “combat zone” during the period of combatant activities. An indi-
vidual who becomes a prisoner of war is considered to continue in
active service and is therefore also eligible for these suspension of
time provisions. The suspension of time also applies to an indi-
vidual serving in support of such Armed Forces in the combat zone,
such as Red Cross personnel, accredited correspondents, and civil-
ian personnel acting under the direction of the Armed Forces in
support of those Forces. The designation of a combat zone must be
made by the President in an Executive Order. The President must
also designate the period of combatant activities in the combat zone
(the starting date and the termination date of combat).

The suspension of time encompasses the period of service in the
combat zone during the period of combatant activities in the zone,
as well as (1) any time of continuous qualified hospitalization re-
sulting from injury received in the combat zone®5 or (2) time in
missing in action status, plus the next 180 days.

The suspension of time applies to the following acts:

1. Filing any return of income, estate, or gift tax (except employ-
ment and withholding taxes);

2. Payment of any income, estate, or gift tax (except employment
and withholding taxes);

3. Filing a petition with the Tax Court for redetermination of a
deficiency, or for review of a decision rendered by the Tax Court;

4. Allowance of a credit or refund of any tax;

5. Filing a claim for credit or refund of any tax;

6. Bringing suit upon any such claim for credit or refund;

7. Assessment of any tax;

8. Giving or making any notice or demand for the payment of
any tax, or with respect to any liability to the United States in re-
spect of any tax;

9. Collection of the amount of any liability in respect of any tax;

10. Bringing suit by the United States in respect of any liability
in respect of any tax; and

11. Any other act required or permitted under the internal rev-
enue laws specified by the Secretary of the Treasury.

Individuals may, if they choose, perform any of these acts during
the period of suspension. Spouses of qualifying individuals are enti-
tled to the same suspension of time, except that the spouse is ineli-
gible for this suspension for any taxable year beginning more than
two years after the date of termination of combatant activities in
the combat zone.

65Two special rules apply to continuous hospitalization inside the United States. First, the
suspension of time provisions based on continuous hospitalization inside the United States are
applicable only to the hospitalized individual; they are not applicable to the spouse of such indi-
vidual. Second, in no event do the suspension of time provisions based on continuous hospitaliza-
tion inside the United States extend beyond five years from the date the individual returns to
the United States. These two special rules do not apply to continuous hospitalization outside
the United States.
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Reasons for Change 66

The Congress believed that military personnel deployed outside
the United States away from their permanent duty station while
participating in a contingency operation should be entitled to uti-
lize the same suspension of time provisions as those deployed in a
combat zone.

Explanation of Provision

The Act applies the special suspension of time period rules to
persons deployed outside the United States away from the individ-
ual’s permanent duty station while participating in an operation
designated by the Secretary of Defense as a contingency operation
or that becomes a contingency operation. A contingency operation
is defined 67 as a military operation that is designated by the Sec-
retary of Defense as an operation in which members of the Armed
Forces are or may become involved in military actions, operations,
or hostilities against an enemy of the United States or against an
opposing military force, or results in the call or order to (or reten-
tion of) active duty of members of the uniformed services during a
war or a national emergency declared by the President or Con-
gress.

Effective Date

The provision applies to any period for performing an act that
has not expired before the date of enactment (November 11, 2003).

E. Modification of Membership Requirement for Exemption
from Tax for Certain Veterans’ Organizations (sec. 105 of
the Act and sec. 501(c)(19) of the Code)

Present and Prior Law

Under present and prior law, a veterans’ organization as de-
scribed in section 501(c)(19) of the Code generally is exempt from
taxation. The Code defines such an organization as a post or orga-
nization of past or present members of the Armed Forces of the
United States: (1) that is organized in the United States or any of
its possessions; (2) no part of the net earnings of which inures to
the benefit of any private shareholder or individual; and (3) that
meets certain membership requirements. The membership require-
ments are that (1) at least 75 percent of the organization’s mem-
bers are past or present members of the Armed Forces of the
United States, and, under prior law, that (2) substantially all of the
remaining members are cadets or are spouses, widows, or widowers
of past or present members of the Armed Forces of the United
States or of cadets. Under present and prior law, no more than 2.5
percent of an organization’s total members may consist of individ-
uals who are not veterans, cadets, or spouses, widows, or widowers
of such individuals.

66 See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).

67The definition is by cross-reference to 10 U.S.C. sec. 101.
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Contributions to an organization described in section 501(c)(19)
may be deductible for Federal income or gift tax purposes if the or-
ganization is a post or organization of war veterans.

Reasons for Change 68

As the membership of veterans’ organizations changes due to
aging and the deaths of members, veterans’ organizations that cur-
rently qualify for tax exemption under section 501(c)(19) may cease
to qualify for exempt status under that section, even though the
membership, apart from changes due to deaths, remains the same.
The Congress believed that a limited expansion of the membership
of veterans’ organizations will enable certain of such organizations
to retain exempt status, which might otherwise be in jeopardy, and
will not unduly expand the membership base beyond persons with
a close connection to members of the Armed Forces or cadets.

Explanation of Provision

The Act permits ancestors or lineal descendants of past or
present members of the Armed Forces of the United States or of
cadets to qualify as members for purposes of the “substantially all”
test. The Act does not change the requirement that 75 percent of
the organization’s members must be past or present members of
the Armed Forces of the United States or the 2.5 percent rule.

Effective Date

The provision is effective for taxable years beginning after the
date of enactment (November 11, 2003).

F. Clarification of Treatment of Certain Dependent Care As-
sistance Programs Provided to Members of the Uniformed
Services of the United States (sec. 106 of the Act and sec.
134 of the Code)

Present and Prior Law

Present and prior law provides that qualified military benefits
are not included in gross income. Generally, a qualified military
benefit is any allowance or in-kind benefit (other than personal use
of a vehicle) which: (1) is received by any member or former mem-
ber of the uniformed services of the United States or any depend-
ent of such member by reason of such member’s status or service
as a member of such uniformed services; and (2) was excludable
from gross income on September 9, 1986, under any provision of
law, regulation, or administrative practice which was in effect on
such date. Generally, other than certain cost of living adjustments,
no modification or adjustment of any qualified military benefit
after September 9, 1986, is taken into account for purposes of this
exclusion from gross income. Under prior law, questions arose as
to ghe scope of the exclusion with respect to the dependent care
credit.

68 See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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Reasons for Change 69

The Congress believed that it is important to remove any uncer-
tainty regarding the tax treatment of dependent care assistance
provided to members of the uniformed services.

Explanation of Provision

The Act clarifies that dependent care assistance provided under
a dependent care assistance program (as in effect on the date of en-
actment of this Act) for a member of the uniformed services by rea-
son of such member’s status or service as a member of the uni-
formed services is excludable from gross income as a qualified mili-
tary benefit subject to the present-law rules. The uniformed serv-
ices include: (1) the Armed Forces (the Army, Navy, Air Force, Ma-
rine Corps, and Coast Guard); (2) the commissioned corps of the
National Oceanic and Atmospheric Administration; and (3) the
commissioned corps of the Public Health Service. Amounts received
under the program also are not considered wages for Federal Insur-
ance Contributions Act tax purposes (including Medicare).

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2002. No inference is intended as to the tax treatment
of such amounts for prior taxable years.

G. Treatment of Service Academy Appointments as Scholar-
ships for Purposes of Qualified Tuition Programs and
Coverdell Education Savings Accounts (sec. 107 of the Act
and secs. 529 and 530 of the Code)

Present and Prior Law

The Code provides tax-exempt status to qualified tuition pro-
grams, meaning programs established and maintained by a State
or agency or instrumentality thereof or by one or more eligible edu-
cational institutions under which a person (1) may purchase tuition
credits or certificates on behalf of a designated beneficiary which
entitle the beneficiary to the waiver or payment of qualified higher
education expenses of the beneficiary, or (2) in the case of a pro-
gram established by and maintained by a State or agency or instru-
mentality thereof, may make contributions to an account which is
established for the purpose of meeting the qualified higher edu-
cation expenses of the designated beneficiary of the account. Con-
tributions to qualified tuition programs may be made only in cash.
Qualified tuition programs must have adequate safeguards to pre-
vent contributions on behalf of a designated beneficiary in excess
of amounts necessary to provide for the qualified higher education
expenses of the beneficiary.

The Code provides tax-exempt status to Coverdell education sav-
ings accounts (“ESAs”), meaning certain trusts or custodial ac-

69 See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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counts which are created or organized in the United States exclu-
sively for the purpose of paying the qualified education expenses of
a designated beneficiary. Contributions to ESAs may be made only
in cash. Annual contributions to ESAs may not exceed $2,000 per
beneficiary (except in cases involving certain tax-free rollovers) and
may not be made after the designated beneficiary reaches age 18.

Earnings on contributions to an ESA or a qualified tuition pro-
gram generally are subject to tax when withdrawn. However, dis-
tributions from an ESA or qualified tuition program are excludable
from the gross income of the distributee to the extent that the total
distribution does not exceed the qualified education expenses in-
curred by the beneficiary during the year the distribution is made.

If the qualified education expenses of the beneficiary for the year
are less than the total amount of the distribution from an ESA or
qualified tuition program, then the qualified education expenses
are deemed to be paid from a pro-rata share of both the principal
and earnings components of the distribution. In such a case, only
a portion of the earnings is excludable (i.e., the portion of the earn-
ings based on the ratio that the qualified education expenses bear
to the total amount of the distribution) and the remaining portion
of the earnings is includible in the beneficiary’s gross income.

The earnings portion of a distribution from an ESA or a qualified
tuition program that is includible in income is generally subject to
an additional 10-percent tax. The 10-percent additional tax does
not apply if a distribution is made on account of the death or dis-
ability of the designated beneficiary, or on account of a scholarship
received by the designated beneficiary (to the extent it does not ex-
ceed the amount of the scholarship).

Service obligations are required of recipients of appointments to
the United States Military Academy, the United States Naval
Academy, the United States Air Force Academy, the United States
Coast Guard Academy, or the United States Merchant Marine
Academy. Because of these service obligations, appointments to the
Academies are not considered scholarships for purposes of the
waiver of the additional 10 percent tax on withdrawals from ESAs
and qualified tuition programs that are not used for qualified edu-
cation purposes.

Reasons for Change 70

The Congress believed that it was appropriate to treat appoint-
ments to a United States Service Academy in a manner similar to
the treatment of qualified scholarships. Accordingly, Congress be-
lieved that it was appropriate to waive the additional 10-percent
tax on withdrawals from ESAs and qualified tuition programs that
are not used for qualified education purposes because the des-
ignated beneficiary received an appointment to a United States
Service Academy.

The Congress believed that imposing an additional tax on earn-
ings from educational savings accounts and qualified tuition plans
is inappropriate in the case of individuals who choose to serve their

70See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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country as a member of the military and who, as a part of that
service, obtain their education at one of the Service Academies.

Explanation of Provision

Under the Act, the additional 10-percent tax does not apply to
withdrawals from Coverdell education savings accounts and quali-
fied tuition programs made on account of the attendance of the
beneficiary at the United States Military Academy, the United
States Naval Academy, the United States Air Force Academy, the
United States Coast Guard Academy, or the United States Mer-
chant Marine Academy.

The amount of funds that can be withdrawn without the addi-
tional tax is limited to the costs of advanced education as defined
in 10 U.S.C. section 2005(e)(3) (as in effect on the date of the enact-
ment of the Act) at such Academies.

Effective Date

The provision applies to taxable years beginning after December
31, 2002.

H. Suspension of Tax-Exempt Status of Terrorist
Organizations (sec. 108 of the Act and sec. 501 of the Code)

Present and Prior Law

Under present and prior law, the Internal Revenue Service gen-
erally issues a letter revoking recognition of an organization’s tax-
exempt status only after (1) conducting an examination of the orga-
nization, (2) issuing a letter to the organization proposing revoca-
tion, and (3) allowing the organization to exhaust the administra-
tive appeal rights that follow the issuance of the proposed revoca-
tion letter. In the case of an organization described in section
501(c)(3), the revocation letter immediately is subject to judicial re-
view under the declaratory judgment procedures of section 7428. To
sustain a revocation of tax-exempt status under section 7428, the
IRS must demonstrate that the organization is no longer entitled
to exemption. Under prior law, there was no procedure for the IRS
to suspend the tax-exempt status of an organization.

To combat terrorism, the Federal government has designated a
number of organizations as terrorist organizations or supporters of
terrorism under the Immigration and Nationality Act, the Inter-
national Emergency Economic Powers Act, and the United Nations
Participation Act of 1945.

Reasons for Change 71

The Congress believed that an organization that has been des-
ignated or otherwise identified by the Federal government as a ter-
rorist organization pursuant to certain authority should not be ex-
empt from Federal income tax and that contributions to such orga-
nizations should not be deductible for Federal income tax purposes.

71See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).



42

The Congress believed that the Federal government’s designation
or identification of an organization as a terrorist organization is
ground for suspension of tax-exempt status, and that in such cases
a separate investigation of the organization by the Internal Rev-
enue Service is not necessary. Further, because a terrorist organi-
zation may challenge the Federal government’s designation or iden-
tification of the organization under the law authorizing the des-
ignation or identification, recourse to the declaratory judgment pro-
cedures of the Internal Revenue Code to challenge the suspension
of tax-exemption is not appropriate.

Explanation of Provision

The Act suspends the tax-exempt status of an organization that
is exempt from tax under section 501(a) for any period during
which the organization is designated or identified by U.S. Federal
authorities as a terrorist organization or supporter of terrorism.
The Act also makes such an organization ineligible to apply for tax-
exemption under section 501(a). The period of suspension runs
from the date the organization is first designated or identified (or
from the date of enactment of the bill, whichever is later) to the
date when all designations or identifications with respect to the or-
ganization have been rescinded pursuant to the law or Executive
Order under which the designation or identification was made.

The Act describes a terrorist organization as an organization that
has been designated or otherwise individually identified (1) as a
terrorist organization or foreign terrorist organization under the
authority of section 212(a)(3)(B)(vi)(II) or section 219 of the Immi-
gration and Nationality Act; (2) in or pursuant to an Executive
Order that is related to terrorism and issued under the authority
of the International Emergency Economic Powers Act or section 5
of the United Nations Participation Act for the purpose of imposing
on such organization an economic or other sanction; or (3) in or
pursuant to an Executive Order that refers to the provision and is
issued under the authority of any Federal law if the organization
is designated or otherwise individually identified in or pursuant to
such Executive Order as supporting or engaging in terrorist activ-
ity (as defined in section 212(a)(3)(B) of the Immigration and Na-
tionality Act) or supporting terrorism (as defined in section
140(d)(2) of the Foreign Relations Authorization Act, Fiscal Years
1988 and 1989). During the period of suspension, no deduction for
any contribution to a terrorist organization is allowed under the
Code, including under sections 170, 545(b)(2), 556(b)(2), 642(c),
2055, 2106(a)(2), or 2522.

No organization or other person may challenge, under section
7428 or any other provision of law, in any administrative or judi-
cial proceeding relating to the Federal tax liability of such organi-
zation or other person, the suspension of tax-exemption, the ineligi-
bility to apply for tax-exemption, a designation or identification de-
scribed above, the timing of the period of suspension, or a denial
of deduction described above. The suspended organization may
maintain other suits or administrative actions against the agency
or agencies that designated or identified the organization, for the
purpose of challenging such designation or identification (but not
the suspension of tax-exempt status under this provision).
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If the tax-exemption of an organization is suspended and each
designation and identification that has been made with respect to
the organization is determined to be erroneous pursuant to the law
or Executive Order making the designation or identification, and
such erroneous designation results in an overpayment of income
tax for any taxable year with respect to such organization, a credit
or refund (with interest) with respect to such overpayment shall be
made. If the operation of any law or rule of law (including res judi-
cata) prevents the credit or refund at any time, the credit or refund
may nevertheless be allowed or made if the claim for such credit
or refund is filed before the close of the one-year period beginning
on the date that the last remaining designation or identification
with respect to the organization is determined to be erroneous.

The Act directs the IRS to update the listings of tax-exempt orga-
nizations to take account of organizations that have had their ex-
emption suspended and to publish notice to taxpayers of the sus-
pension of an organization’s tax-exemption and the fact that con-
tributions to such organization are not deductible during the period
of suspension.

Effective Date

The provision is effective for designations made before, on, or
after the date of enactment (November 11, 2003).

I. Above-the-Line Deduction for Overnight Travel Expenses
of National Guard and Reserve Members (sec. 109 of the
Act and sec. 162 of the Code)

Present and Prior Law

Under prior law, National Guard and Reserve members could
claim itemized deductions for their nonreimbursable expenses for
transportation, meals, and lodging when they must travel away
from home (and stay overnight) to attend National Guard and Re-
serve meetings. These overnight travel expenses were combined
with other miscellaneous itemized deductions on Schedule A of the
individual’s income tax return and were deductible only to the ex-
tent that the aggregate of these deductions exceeds two percent of
the taxpayer’s adjusted gross income. Under present and prior law,
no deduction is generally permitted for commuting expenses to and
from drill meetings.

Reasons for Change 72

The Congress believed that all National Guard and Reserve
members incurring unreimbursed overnight expenses to attend Na-
tional Guard and Reserve meetings should be able to deduct these
expenses from their income, not just those who itemize their deduc-
tions. Accordingly, the Congress provided an above-the-line deduc-
tion for these expenses.

72See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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Explanation of Provision

The Act provides an above-the-line deduction for the overnight
transportation, meals, and lodging expenses of National Guard and
Reserve members who must travel away from home more than 100
miles (and stay overnight) to attend National Guard and Reserve
meetings. Accordingly, these individuals incurring these expenses
can deduct them from gross income regardless of whether they
itemize their deductions. The amount of the expenses that may be
deducted may not exceed $1,500 per taxable year and is only avail-
able for any period during which the individual is more than 100
miles from home in connection with such services.

Effective Date

The provision is effective with respect to amounts paid or in-
curred in taxable years beginning after December 31, 2002.

J. Extension of Certain Tax Relief Provisions to Astronauts
(sec. 110 of the Act and secs. 101, 692, and 2201 of the Code)

Present and Prior Law

In general

The Victims of Terrorism Tax Relief Act of 2001 (the “Victims
Act”) provided certain income and estate tax relief to individuals
who die from wounds or injury incurred as a result of the terrorist
attacks against the United States on September 11, 2001, and
April 19, 1995 (the bombing of the Alfred P. Murrah Federal Build-
ing in Oklahoma City), or as a result of illness incurred due to an
attack involving anthrax that occurred on or after September 11,
2001, and before January 1, 2002.

Income tax relief

The Victims Act extended relief similar to the present-law treat-
ment of military or civilian employees of the United States who die
as a result of terrorist or military activity outside the United
States to individuals who die as a result of wounds or injury which
were incurred as a result of the terrorist attacks that occurred on
September 11, 2001, or April 19, 1995, and individuals who die as
a result of illness incurred due to an attack involving anthrax that
occurs on or after September 11, 2001, and before January 1, 2002.
Under the Victims Act, such individuals generally are exempt from
income tax for the year of death and for prior taxable years begin-
ning with the taxable year prior to the taxable year in which the
wounds or injury occurred.”® The exemption applies to these indi-
viduals whether killed in an attack (e.g., in the case of the Sep-
tember 11, 2001, attack in one of the four airplanes or on the
ground) or in rescue or recovery operations.

Present and prior law provides tax relief of at least $10,000 to
each eligible individual regardless of the income tax liability of the
individual for the eligible tax years. If an eligible individual’s in-
come tax for years eligible for the exclusion under the provision is
less than $10,000, the individual is treated as having made a tax

73 Present law does not provide relief from self-employment tax liability.
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payment for such individual’s last taxable year in an amount equal
to the excess of $10,000 over the amount of tax not imposed under
the provision.

Subject to rules prescribed by the Secretary, the exemption from
tax does not apply to the tax attributable to (1) deferred compensa-
tion which would have been payable after death if the individual
had died other than as a specified terrorist victim, or (2) amounts
payable in the taxable year which would not have been payable in
such taxable year but for an action taken after September 11, 2001.
Thus, for example, the exemption does not apply to amounts pay-
able from a qualified plan or individual retirement arrangement to
the beneficiary or estate of the individual. Similarly, amounts pay-
able only as death or survivor’s benefits pursuant to deferred com-
pensation preexisting arrangements that would have been paid if
the death had occurred for another reason are not covered by the
exemption. In addition, if the individual’s employer makes adjust-
ments to a plan or arrangement to accelerate the vesting of re-
stricted property or the payment of nonqualified deferred com-
pensation after the date of the particular attack, the exemption
does not apply to income received as a result of that action.”#+ Also,
if the individual’s beneficiary cashed in savings bonds of the dece-
dent, the exemption does not apply. On the other hand, the exemp-
tion does apply, for example, to a final paycheck of the individual
or dividends on stock held by the individual when paid to another
person or the individual’s estate after the date of death but before
the end of the taxable year of the decedent (determined without re-
gard to the death). The exemption also applies to payments of an
individual’s accrued vacation and accrued sick leave.

The tax relief does not apply to any individual identified by the
Attorney General to have been a participant or conspirator in any
terrorist attack to which the provision applies, or a representative
of such individual.

Exclusion of death benefits

The Victims Act generally provides an exclusion from gross in-
come for amounts received if such amounts are paid by an em-
ployer (whether in a single sum or otherwise 75) by reason of the
death of an employee who dies as a result of wounds or injury
which were incurred as a result of the terrorist attacks that oc-
curred on September 11, 2001, or April 19, 1995, or as a result of
illness incurred due to an attack involving anthrax that occurred
on or after September 11, 2001, and before January 1, 2002. Sub-
ject to rules prescribed by the Secretary, the exclusion does not
apply to amounts that would have been payable if the individual
had died for a reason other than the attack. The exclusion does
apply, however, to death benefits provided under a qualified plan
that satisfy the incidental benefit rule.

For purposes of the exclusion, self-employed individuals are
treated as employees. Thus, for example, payments by a partner-
ship to the surviving spouse of a partner who died as a result of

74 Such amounts may, however, be excludable from gross income under the death benefit ex-
clusion provided in section 102 of the Victims Act.
75Thus, for example, payments made over a period of years could qualify for the exclusion.
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the September 11, 2001, attacks may be excludable under the pro-
vision.

The tax relief does not apply to any individual identified by the
Attorney General to have been a participant or conspirator in any
terrorist attack to which the provision applies, or a representative
of such individual.

Estate tax relief

Present and prior law provides a reduction in Federal estate tax
for taxable estates of U.S. citizens or residents who are active
members of the U.S. Armed Forces and who are killed in action
while serving in a combat zone (sec. 2201). This provision also ap-
plies to active service members who die as a result of wounds, dis-
ease, or injury suffered while serving in a combat zone by reason
of a hazard to which the service member was subjected as an inci-
dent of such service.

In general, the effect of section 2201 is to replace the Federal es-
tate tax that would otherwise be imposed with a Federal estate tax
equal to 125 percent of the maximum State death tax credit deter-
mined under section 2011(b). Credits against the tax, including the
unified credit of section 2010 and the State death tax credit of sec-
tion 2011, then apply to reduce (or eliminate) the amount of the es-
tate tax payable.

Generally, the reduction in Federal estate taxes under section
2201 is equal in amount to the “additional estate tax.” The addi-
tional estate tax is the difference between the Federal estate tax
imposed by section 2001 and 125 percent of the maximum State
death tax credit determined under section 2011(b) as in effect prior
to its repeal by EGTRRA.

The Victims Act generally treats individuals who die from
wounds or injury incurred as a result of the terrorist attacks that
occurred on September 11, 2001, or April 19, 1995, or as a result
of illness incurred due to an attack involving anthrax that occurred
on or after September 11, 2001, and before January 1, 2002, in the
same manner as if they were active members of the U.S. Armed
Forces killed in action while serving in a combat zone or dying as
a result of wounds or injury suffered while serving in a combat
zone for purposes of section 2201. Consequently, the estates of
these individuals are eligible for the reduction in Federal estate tax
provided by section 2201. The tax relief does not apply to any indi-
vidual identified by the Attorney General to have been a partici-
pant or conspirator in any terrorist attack to which the provision
applies, or a representative of such individual.

The Victims Act also changed the general operation of section
2201, as it applies to both the estates of service members who qual-
ify for special estate tax treatment under present and prior law
and to the estates of individuals who qualify for the special treat-
ment only under the Act. Under the Victims Act, the Federal estate
tax is determined in the same manner for all estates that are eligi-
ble for Federal estate tax reduction under section 2201. In addition,
the executor of an estate that is eligible for special estate tax treat-
ment under section 2201 may elect not to have section 2201 apply
to the estate. Thus, in the event that an estate may receive more
favorable treatment without the application of section 2201 in the
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year of death than it would under section 2201, the executor may
elect not to apply the provisions of section 2201, and the estate tax
owed (if any) would be determined pursuant to the generally appli-
cable rules.

Under the Victims Act, section 2201 no longer reduces Federal
estate tax by the amount of the additional estate tax. Instead, the
Victims Act provides that the Federal estate tax liability of eligible
estates is determined under section 2001 (or section 2101, in the
case of decedents who were neither residents nor citizens of the
United States), using a rate schedule that is equal to 125 percent
of the pre-EGTRRA maximum State death tax credit amount. This
rate schedule is used to compute the tax under section 2001(b) or
section 2101(b) (i.e., both the tentative tax under section 2001(b)(1)
and section 2101(b), and the hypothetical gift tax under section
2001(b)(2) are computed using this rate schedule). As a result of
this provision, the estate tax is unified with the gift tax for pur-
poses of section 2201 so that a single graduated (but reduced) rate
schedule applies to transfers made by the individual at death,
based upon the cumulative taxable transfers made both during life-
time and at death.

In addition, while the Victims Act provides an alternative re-
duced rate table for purposes of determining the tax under section
2001(b) or section 2101(b), the amount of the unified credit never-
theless is determined as if section 2201 did not apply, based upon
the unified credit as in effect on the date of death. For example,
in the case of victims of the September 11, 2001, terrorist attack,
the applicable unified credit amount under section 2010(c) would be
determined by reference to the actual section 2001(c) rate table.

Reasons for Change 76

The Congress wished to honor the bravery of individuals who lost
their lives in the space shuttle Columbia disaster. Further, the
Congress believed it appropriate to provide these tax relief meas-
ures to those individuals and their families.

Explanation of Provision

The Act extends the exclusion from income tax, the exclusion for
death benefits, and the estate tax relief available under the Victims
of Terrorism Tax Relief Act of 2001 to astronauts who lose their
lives on a space mission (including the individuals who lost their
lives in the space shuttle Columbia disaster).

Effective Date

The provision is generally effective for qualified individuals
whose lives are lost on a space mission after December 31, 2002.

76 See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).



II. REVENUE PROVISION
A. Extension of Customs User Fees (sec. 201 of the Act)

Present and Prior Law

Section 13031 of the Consolidated Omnibus Budget Reconcili-
ation Act of 1985 (COBRA) (Pub. L. No. 99-272), authorized the
Secretary of the Treasury to collect certain service fees. Section 412
of the Homeland Security Act of 2002 (Pub. L. No. 107-296) au-
thorized the Secretary of the Treasury to delegate such authority
to the Secretary of Homeland Security. Provided for under 19
U.S.C. sec. 58¢, these fees include: processing fees for air and sea
passengers, commercial trucks, rail cars, private aircraft and ves-
sels, commercial vessels, dutiable mail packages, barges and bulk
carriers, merchandise, and customs broker permits. COBRA was
amended on several occasions but most recently by Pub. L. No.
108-89, which extended authorization for the collection of these
fees through March 31, 2004.77

Explanation of Provision

The Act extends the authorization for the collection of customs
user fees though March 1, 2005.78

Effective Date

The provision is effective on the date of enactment (November 11,
2003).

77Sec. 201; 117 Stat. 1335.

78 The expiration date was subsequently extended by the American Jobs Creation Act of 2004,
described in Part Seventeen. Present law provides authorization for the collection of these fees
through September 30, 2014 (sec. 201; 117 Stat. 1935).
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PART FIVE: MEDICARE PRESCRIPTION DRUG, IMPROVE-
MENT, AND MODERNIZATION ACT OF 2003 (PUBLIC
LAW 108-173) 79

A. Disclosure of Return Information for Purposes of Pro-
viding Transitional Assistance Under Medicare Discount
Card Program (sec. 105(e) of the Act and sec. 6103(1)(19) of
the Code)

Present and Prior Law

The Internal Revenue Code prohibits disclosure of returns and
return information, except to the extent specifically authorized by
the Code (sec. 6103(a)). Unauthorized disclosure is a felony punish-
able by a fine not exceeding $5,000 or imprisonment of not more
than five years, or both, together with the costs of prosecution (sec.
7213). Unauthorized inspection of such information is a mis-
demeanor, punishable by a fine not exceeding $1,000 or imprison-
ment of not more than one year, or both, together with the costs
of prosecution (sec. 7213A). An action for civil damages also may
be brought for unauthorized disclosure (sec. 7431). No return or re-
turn information may be furnished by the Internal Revenue Service
(“IRS”) to another agency unless the other agency establishes pro-
cedures satisfactory to the IRS for safeguarding the information it
receives (sec. 6103(p)).

Explanation of Provision

The Act establishes a new optional Medicare prescription drug
benefit program, effective January 1, 2006. Until the new perma-
nent program is effective, the Secretary of Health and Human
Services 1s required to establish a program to endorse prescription
drug discount programs in order to provide access to prescription
drug discounts for discount card-eligible individuals and to provide
for transitional assistance for eligible individuals enrolled in such
endorsed programs.

An individual who wishes to be treated as a “transitional assist-
ance eligible individual” has the option of self-certifying under pen-
alty of perjury as to the amount of the individual’s income, family
size, and prescription drug coverage (if any). The Secretary of
Health and Human Services is authorized to verify eligibility for
individuals seeking to enroll in an endorsed program and for indi-
viduals who provide self-certification as to the foregoing items. In
its verification process, the Department of Health and Human

7 H.R. 1. The House passed the bill, with the text of H.R. 2596 (a bill relating to Health Sav-
ings Accounts) appended thereto, on June 27, 2003. The Senate Committee on Finance reported
S. 1 on June 13, 2003. The Senate passed H.R. 1, as amended by the provisions of S. 1, on July
7, 2003. The conference report was filed on November 21, 2003 (H.R. Rep. No. 108-391). The
conference bill passed the House on November 22, 2003, and the Senate on November 25, 2003.
The President signed the bill on December 8, 2003.

(49)
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Services may obtain and use return information from the IRS. Spe-
cifically, the provision authorizes the IRS to disclose to employees
and contractors of the Department of Health and Human Services
whether adjusted gross income, as modified in accordance with
definitions that will be specified by the Secretary of Health and
Human Services, exceeds amounts that are 100 and 135 percent of
the official poverty line.80 The IRS also is authorized to disclose the
applicable year (as defined below) and whether the return was a
joint return. If no return has been filed for such year, the IRS is
authorized to disclose the fact that no return has been filed for
such taxpayer. “Applicable year” means the most recent taxable
year for which information is available in the IRS data information
systems generally for all taxpayers, or if there is no return filed for
such taxpayer for such year, the prior taxable year. Return infor-
mation disclosed may only be used for the purposes of determining
eligibility for and administering the transitional assistance pro-
gram as established under the provision. Employees and contrac-
tors of the Department of Health and Human Services are subject
to the penalties for unauthorized disclosure and inspection, as well
as the applicable safeguard requirements.

Effective Date

The provision is effective for disclosures made after the date of
enactment (December 8, 2003).

B. Disclosure of Return Information Relating to Income-Re-
lated Reduction in Part B Premium Subsidy (sec. 811(c) of
the Act and sec. 6103(1)(20) of the Code)

Present and Prior Law

The Internal Revenue Code prohibits disclosure of returns and
return information, except to the extent specifically authorized by
the Code (sec. 6103(a)). Unauthorized disclosure is a felony punish-
able by a fine not exceeding $5,000 or imprisonment of not more
than five years, or both, together with the costs of prosecution (sec.
7213). Unauthorized inspection of such information is a mis-
demeanor, punishable by a fine not exceeding $1,000 or imprison-
ment of not more than one year, or both, together with the costs
of prosecution (sec. 7213A). An action for civil damages also may
be brought for unauthorized disclosure (sec. 7431). No return or re-
turn information may be furnished by the Internal Revenue Service
(“IRS”) to another agency unless the other agency establishes pro-
cedures satisfactory to the IRS for safeguarding the information it
receives (sec. 6103(p)).

Explanation of Provision

To facilitate the income-related reduction in Part B premium
subsidy, the Act authorizes the disclosure of certain return infor-
mation to employees and contractors of the Social Security Admin-
istration. Upon written request from the Commissioner of Social

80For this purpose, the official poverty line is defined in section 673(3) of the Community
Services Block Grant Act, 42 U.S.C. sec. 9902(2).
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Security, the IRS may disclose certain items of return information
with respect to a taxpayer whose premium may be subject to a sub-
sidy adjustment.8? With respect to such taxpayers, the IRS may
disclose (1) taxpayer identity information; (2) filing status; (3) ad-
justed gross income; (4) the amounts excluded from such taxpayer’s
gross income under sections 135 and 911 of the Code (relating to
income from United States Savings bonds used to pay higher edu-
cation tuition and fees, and foreign earned income); (5) tax-exempt
interest received or accrued during the taxable year to the extent
such information is available; (6) amounts excluded from such tax-
payer’s gross income by sections 931 and 933 of the Code (relating
to income from sources within Guam, American Samoa, the North-
ern Mariana Islands, or Puerto Rico); (7) for nonfilers only, such
other information relating to the liability of the taxpayer as the
Secretary may prescribe by regulation, as might indicate that the
amount of the premium of the taxpayer may be subject to adjust-
ment (including estimated tax payments and income information
derived from Form W-2, Form 1099, and similar information re-
turns); and (8) the taxable year with respect to which the preceding
information relates. Return information disclosed under this au-
thority may be used by employees and contractors of the Social Se-
curity Administration only for purposes of, and to the extent nec-
essary in, establishing the appropriate amount of any Part B pre-
mium adjustment. Employees and contractors of the Social Security
Administration are subject to the penalties for unauthorized disclo-
sure and inspection, as well as the applicable safeguard require-
ments.

Effective Date

The provision is effective for premium adjustments under section
1839() of the Social Security Act for months beginning with Janu-
ary 2007.

C. Health Savings Accounts (sec. 1201 of the Act and new
sec. 223 of the Code)

Present and Prior Law

Overview

A number of provisions dealing with the Federal tax treatment
of health expenses and health insurance coverage exist under
present and prior law.

Employer-provided health coverage

In general, employer contributions to an accident or health plan
are excludable from an employee’s gross income (and wages for em-
ployment tax purposes).82 This exclusion generally applies to cov-
erage provided to employees (including former employees) and their
spouses, dependents, and survivors. Benefits paid under employer-
provided accident or health plans are also generally excludable
from income to the extent they are reimbursements for medical

81 Adjustments are determined pursuant to section 1839(i) of the Social Security Act (as added
by the provision).
82 Secs. 106, 3121(a)(2), and 3306(b)(2).
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care.83 If certain requirements are satisfied, employer-provided ac-
cident or health coverage offered under a cafeteria plan is also ex-
cludable from an employee’s gross income and wages.84

Two general employer-provided arrangements can be used to pay
for or reimburse medical expenses of employees on a tax-favored
basis: flexible spending arrangements (“FSAs”) and health reim-
bursement arrangements (“HRAs”). While these arrangements pro-
vide similar tax benefits (i.e., the amounts paid under the arrange-
ments for medical care are excludable from gross income and wages
for employment tax purposes), they are subject to different rules.
A main distinguishing feature between the two arrangements is
that while FSAs are generally part of a cafeteria plan and contribu-
tions to FSAs are made on a salary reduction basis, HRAs cannot
be part of a cafeteria plan and contributions cannot be made on a
salary-reduction basis.85

Amounts paid or accrued by an employer within a taxable year
for a sickness, accident, hospitalization, medical expense, or similar
health plan for its employees are generally deductible as ordinary
and necessary business expenses.86

Self-employed individuals

The exclusion for employer-provided health coverage does not
apply to self-employed individuals. However, self-employed individ-
uals (i.e., sole proprietors or partners in a partnership)87 are enti-
tled to deduct 100 percent of the amount paid for health insurance
for themselves and their spouse and dependents.88

Itemized deduction for medical expenses

Individuals who itemize deductions may deduct amounts paid
during the taxable year (to the extent not reimbursed by insurance
or otherwise) for medical care of the taxpayer, the taxpayer’s
spouse, and dependents, to the extent that the total of such ex-
penses exceeds 7.5 percent of the taxpayer’s adjusted gross in-
come.89

Archer medical savings accounts

In general

In general, an Archer medical savings account (“MSA”) is a tax-
exempt trust or custodial account created exclusively for the benefit
of the account holder that is subject to rules similar to those appli-
cable to individual retirement arrangements.90

83 Sec.105. In the case of a self-insured medical reimbursement arrangement, the exclusion ap-
plies to highly compensated employees only if certain nondiscrimination rules are satisfied. Sec.
105(h). Medical care is defined as under section 213(d) and generally includes amounts paid for
qualified long-term care insurance and services.

84 Secs. 125, 3121(a)(5)(G), and 3306(b)(5)(G). Long-term care insurance and services may not
be provided through a cafeteria plan.

85Notice 2002-45, 2002-28 L.R.B. 93 (July 15, 2002); Rev. Rul. 2002-41, 2002-28 I.R.B. 75
(July 15, 2002).

86 Sec. 162.

87 Self-employed individuals include more than two-percent shareholders of S corporations who
are treated as partners for purposes of fringe benefits rules pursuant to section 1372.

88 Sec. 162(1).

89 Sec. 213. The adjusted gross income percentage is 10 percent for purposes of the alternative
minimum tax. Sec. 56(b)(1)(B).

90 Sec. 220.
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Within limits, contributions to an Archer MSA are deductible in
determining adjusted gross income if made by an eligible individual
and are excludable from gross income and wages for employment
tax purposes if made by the employer of an eligible individual.
Earnings on amounts in an Archer MSA are not includible in gross
income in the year earned (i.e., inside buildup is not taxable). Dis-
tributions from an Archer MSA for qualified medical expenses are
not includible in gross income. Distributions not used for qualified
medical expenses are includible in gross income and subject to an
additional 15-percent tax unless the distribution is made after
death, disability, or the individual attains the age of Medicare eligi-
bility (i.e., age 65).

Qualified medical expenses are generally defined as under sec-
tion 213(d), except that qualified medical expenses do not include
expenses for health insurance other than long-term care insurance,
premiums for health coverage during any period of continuation
coverage required by Federal law, and premiums for health care
coverage while an individual is receiving unemployment compensa-
tion under Federal or State law. For purposes of determining the
itemized deduction for medical expenses, distributions from an Ar-
cher MSA for qualified medical expenses are not treated as ex-
penses paid for medical care under section 213.

Eligible individuals

Archer MSAs are available only to employees of a small employer
who are covered under an employer-sponsored high deductible
health plan and to self-employed individuals covered under a high
deductible health plan.?? An employer is a small employer if it em-
ployed, on average, no more than 50 employees on business days
during either of the two preceding calendar years. An individual is
not eligible for an Archer MSA if he or she is covered under any
other health plan that is not a high deductible health plan (other
than a plan providing certain limited types of coverage). Individ-
uals entitled to benefits under Medicare are not eligible individ-
uals. Eligible individuals do not include individuals who may be
claimed as a dependent on another person’s tax return.

Treatment of contributions

Individual contributions to an Archer MSA are deductible (within
limits) in determining adjusted gross income (i.e., “above-the-line”).
In addition, employer contributions are excludable from gross in-
come and wages for employment tax purposes (within the same
limits). Contributions to an Archer MSA may not be made through
a cafeteria plan. In the case of an employee, contributions can be
made to an Archer MSA either by the individual or by the individ-
ual’s employer, but not by both.

The maximum annual contribution that can be made to an Ar-
cher MSA for a year is 65 percent of the annual deductible under
the high deductible health plan in the case of self-only coverage
and 75 percent of the annual deductible in the case of family cov-
erage.

91 Self-employed individuals include more than two-percent shareholders of S corporations who
are treated as partners for purposes of fringe benefit rules pursuant to section 1372.
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If an employer provides a high deductible health plan coupled
with Archer MSAs for employees and makes employer contribu-
tions to the Archer MSAs, the employer must make available a
comparable contribution on behalf of all employees with com-
parable coverage during the same period. Contributions are consid-
ered comparable if they are either of the same amount or the same
percentage of the deductible under the high deductible health plan.
If employer contributions do not satisfy the comparability rule dur-
ing a period, then the employer is subject to an excise tax equal
to 35 percent of the aggregate amount contributed by the employer
to Archer MSAs of the employer for that period.

Definition of high deductible health plan

For 2003, a high deductible health plan is a health plan with an
annual deductible of at least $1,700 and no more than $2,500 in
the case of self-only coverage and at least $3,350 and no more than
$5,050 in the case of family coverage. In addition, the maximum
out-of-pocket expenses with respect to allowed costs must be no
more than $3,350 in the case of self-only coverage and no more
than $6,150 in the case of family coverage (for 2003).92 Out-of-pock-
et expenses include deductibles, co-payments, and other amounts
(other than premiums) that the individual must pay for covered
benefits under the plan. A plan does not fail to qualify as a high
deductible health plan merely because it does not have a deductible
for preventive care as required under State law. A plan does not
qualify as a high deductible health plan if substantially all of the
coverage under the plan is certain permitted insurance or is cov-
erage (whether provided through insurance or otherwise) for acci-
dents, disability, dental care, vision care, or long-term care.

Treatment of death of account holder

Upon death, any balance remaining in the decedent’s Archer
MSA is includible in his or her gross estate. If the account holder’s
surviving spouse is the named beneficiary of the Archer MSA, then,
after the death of the account holder, the Archer MSA becomes the
Archer MSA of the surviving spouse and the amount of the Archer
MSA balance may be deducted in computing the decedent’s taxable
estate, pursuant to the estate tax marital deduction.?3 If, upon the
account holder’s death, the Archer MSA passes to a named bene-
ficiary other than the decedent’s surviving spouse, the Archer MSA
ceases to be an Archer MSA as of the date of the decedent’s death,
and the beneficiary is required to include the fair market value of
the Archer MSA assets as of the date of death in gross income for
the taxable year that includes the date of death. The amount in-
cludible in gross income is reduced by the amount in the Archer
MSA used, within one year after death, to pay qualified medical ex-
penses incurred prior to the death. If there is no named beneficiary
for the decedent’s Archer MSA, the Archer MSA ceases to be an Ar-
cher MSA as of the date of death, and the fair market value of the

92The deductible and out-of-pocket expenses dollar amounts are indexed for inflation in $50
increments.
93 Sec. 2056.
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assets in the Archer MSA as of such date is includible in the dece-
dent’s gross income for the year of the death.

Limit on number of MSAs; termination of MSA availability

The number of taxpayers benefiting annually from an Archer
MSA contribution is limited to a threshold level (generally 750,000
taxpayers). The number of Archer MSAs established has not ex-
ceeded the threshold level.

After 2003, no new contributions could be made to Archer MSAs
except by or on behalf of individuals who previously had Archer
MSA contributions and employees who are employed by a partici-
pating employer.94

Explanation of Provision

In general

The Act adds provisions for health savings accounts (HSAs), ef-
fective for taxable years beginning after December 31, 2003. In
general, HSAs provide tax-favored treatment for current medical
expenses as well as the ability to save on a tax-favored basis for
future medical expenses. In general, HSAs are tax-exempt trusts or
custodial accounts created exclusively to pay for the qualified med-
ical expenses of the account holder and his or her spouse and de-
pendents that are subject to rules similar to those applicable to in-
dividual retirement arrangements.95

Within limits, contributions to an HSA made by or on behalf of
an eligible individual are deductible by the individual. Contribu-
tions to an HSA are excludable from income and employment taxes
if made by the employer. Earnings on amounts in HSAs are not
taxable. Distributions from an HSA for qualified medical expenses
are not includible in gross income. Distributions from an HSA that
are not used for qualified medical expenses are includible in gross
income and are subject to an additional tax of 10 percent, unless
the distribution is made after death, disability, or the individual at-
tains the age of Medicare eligibility (i.e., age 65).

Eligible individuals

Eligible individuals for HSAs are individuals who are covered by
a high deductible health plan and no other health plan that is not
a high deductible health plan and which provides coverage for any
benefit which is covered under the high deductible health plan. In-
dividuals entitled to benefits under Medicare are not eligible to
make contributions to an HSA. Eligible individuals do not include
individuals who may be claimed as a dependent on another per-
son’s tax return.

An individual with other coverage in addition to a high deduct-
ible health plan is still eligible for an HSA if such other coverage
is certain permitted insurance or permitted coverage. Permitted in-
surance is: (1) insurance if substantially all of the coverage pro-
vided under such insurance relates to (a) liabilities incurred under

94 Under Pub. L. No. 108-311, new contributions to Archer MSAs can be made through 2005.

95The present-law requirement applicable to insurance companies that certain policy acquisi-
tion expenses must be capitalized and amortized (sec. 848) does not apply in the case of any
contract that is an HSA.
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worker’s compensation law, (b) tort liabilities, (c) liabilities relating
to ownership or use of property (e.g., auto insurance), or (d) such
other similar liabilities as the Secretary may prescribe by regula-
tions; (2) insurance for a specified disease or illness; and (3) insur-
ance that provides a fixed payment for hospitalization. Permitted
coverage is coverage (whether provided through insurance or other-
wise) for accidents, disability, dental care, vision care, or long-term
care.

A high deductible health plan is a health plan that has a deduct-
ible that is at least $1,000 for self-only coverage or $2,000 for fam-
ily coverage and that has an out-of-pocket expense limit that is no
more than $5,000 in the case of self-only coverage and $10,000 in
the case of family coverage.?¢ As under present and prior law, out-
of-pocket expenses include deductibles, co-payments, and other
amounts (other than premiums) that the individual must pay for
covered benefits under the plan. A plan is not a high deductible
health plan if substantially all of the coverage is for permitted cov-
erage or coverage that may be provided by permitted insurance, as
described above.

A plan does not fail to be a high deductible health plan by reason
of failing to have a deductible for preventive care. Except as other-
wise provided by the Secretary, preventive care is defined as under
section 1871 of the Social Security Act. It is intended that the Sec-
retary of the Treasury will amend the definition of preventive care
if the definition used under the Social Security Act is inconsistent
with the purposes of the provision.

Tax treatment of and limits on contributions

Contributions to an HSA by or on behalf of an eligible individual
are deductible (within limits) in determining adjusted gross income
(i.e., “above-the-line”) of the individual. Thus, for example, con-
tributions made by an eligible individual’s family members are de-
ductible by the eligible individual to the extent the contributions
would be deductible if made by the individual.?” In addition, em-
ployer contributions to HSAs (including salary reduction contribu-
tions made through a cafeteria plan) are excludable from gross in-
come and wages for employment tax purposes.?® In the case of an
employee, contributions to an HSA may be made by both the indi-
vidual and the individual’s employer. All contributions are aggre-
gated for purposes of the maximum annual contribution limit. Con-
tributions to Archer MSAs reduce the annual contribution limit for
HSAs.

96The $1,000 and $5,000 limits are indexed for inflation. The family coverage limits will al-
ways be twice the self-only coverage limits (as indexed for inflation). In the case of the plan
using a network of providers, the plan does not fail to be a high deductible health plan (f it
would otherwise meet the requirements of a high deductible health plan) solely because the out-
of-pocket expense limit for services provided outside of the network exceeds the $5,000 and
$10,000 out-of-pocket expense limits. In addition, such plan’s deductible for out-of-network serv-
ices is not taken into account in determining the annual contribution limit (i.e., the deductible
for services with the network is used for such purpose).

97Under present law, contributions made on behalf of another individual are generally treated
asdgifics. The present-law gift tax rules apply to contributions made on behalf of another indi-
vidual.

98 Employer contributions to an HSA are excludable from wages for employment tax purposes
if, at the time of payment, it is reasonable to believe that the employee will be able to exclude
such payment from income.



57

The maximum aggregate annual contribution that can be made
to an HSA is the lesser of (1) 100 percent of the annual deductible
under the high deductible health plan, or (2) the maximum deduct-
ible permitted under an Archer MSA high deductible health plan
under present and prior law, as adjusted for inflation.?® For 2004,
the amount of the maximum deductible under an Archer MSA high
deductible health plan is $2,600 in the case of self-only coverage
and $5,150 in the case of family coverage. The annual contribution
limits are increased for individuals who have attained age 55 by
the end of the taxable year. In the case of policyholders and cov-
ered spouses who are age 55 or older, the HSA annual contribution
limit is greater than the otherwise applicable limit by $500 in
2004, $600 in 2005, $700 in 2006, $800 in 2007, $900 in 2008, and
$1,000 in 2009 and thereafter.100 Contributions, including catch-up
contributions, cannot be made once an individual is eligible for
Medicare.

An excise tax applies to contributions in excess of the maximum
contribution amount for the HSA. The excise tax is generally equal
to six percent of the cumulative amount of excess contributions
that are not distributed from the HSA.

Amounts can be rolled over into an HSA from another HSA or
from an Archer MSA.

If an employer makes contributions to employees’ HSAs, the em-
ployer must make available comparable contributions on behalf of
all employees with comparable coverage during the same period.
Contributions are considered comparable if they are either of the
same amount or the same percentage of the deductible under the
plan. The comparability rule is applied separately to part-time em-
ployees (i.e., employees who are customarily employed for fewer
than 30 hours per week).

If employer contributions do not satisfy the comparability rule
during a period, then the employer is subject to an excise tax equal
to 35 percent of the aggregate amount contributed by the employer
to HSAs for that period. The excise tax is designed as a proxy for
the denial of the deduction for employer contributions. In the case
of a failure to comply with the comparability rule which is due to
reasonable cause and not to willful neglect, the Secretary may
waive part or all of the tax imposed to the extent that the payment
of the tax would be excessive relative to the failure involved. For
purposes of the comparability rule, employers under common con-
trol are aggregated.

Taxation of distributions

Distributions from an HSA for qualified medical expenses of the
individual and his or her spouse or dependents generally are ex-
cludable from gross income. In general, amounts in an HSA can be
used for qualified medical expenses even if the individual is not
currently eligible for contributions to the HSA.

99 The annual contribution limit is the sum of the limits determined separately for each
month, based on the individual’s status and health plan coverage as of the first day of the
month.

100 Ag in determining the general annual contribution limit, the increase in the annual con-
tribution limit for individuals who have attained age 55 is also determined on a monthly basis.
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Qualified medical expenses generally are defined as under sec-
tion 213(d) and include expenses for diagnosis, cure, mitigation,
treatment, or prevention of disease, including prescription drugs,
transportation primarily for and essential to such care, and quali-
fied long-term care expenses of the account holder and his or her
spouse or dependents. Qualified medical expenses do not include
expenses for insurance other than for (1) long-term care insurance,
(2) premiums for health coverage during any period of continuation
coverage required by Federal law, (3) premiums for health care cov-
erage while an individual is receiving unemployment compensation
under Federal or State law, or (4) in the case of an account bene-
ficiary who has attained the age of Medicare eligibility, health in-
surance premiums for Medicare, other than premiums for Medigap
policies. Such qualified health insurance premiums include, for ex-
ample, Medicare Part A and Part B premiums, Medicare HMO pre-
miums, and the employee share of premiums for employer-spon-
sored health insurance including employer-sponsored retiree health
insurance.

For purposes of determining the itemized deduction for medical
expenses, distributions from an HSA for qualified medical expenses
are not treated as expenses paid for medical care under section
213.

Distributions from an HSA that are not for qualified medical ex-
penses are includible in gross income. Distributions includible in
gross income are also subject to an additional 10-percent tax unless
made after death, disability, or the individual attains the age of
Medicare eligibility (i.e., age 65).

Tax treatment of HSAs after death

Upon death, any balance remaining in the decedent’s HSA is in-
cludible in his or her gross estate.

If the HSA holder’s surviving spouse is the named beneficiary of
the HSA, then, after the death of the HSA holder, the HSA be-
comes the HSA of the surviving spouse and the amount of the HSA
balance may be deducted in computing the decedent’s taxable es-
tate, pursuant to the estate tax marital deduction.191 The surviving
spouse is not required to include any amount in gross income as
a result of the death; the general rules applicable to the HSA apply
to the surviving spouse’s HSA (e.g., the surviving spouse is subject
to income tax only on distributions from the HSA for nonqualified
expenses). The surviving spouse can exclude from gross income
amounts withdrawn from the HSA for expenses incurred by the de-
cedent prior to death, to the extent they otherwise are qualified
medical expenses.

If, upon death, the HSA passes to a named beneficiary other
than the decedent’s surviving spouse, the HSA ceases to be an HSA
as of the date of the decedent’s death, and the beneficiary is re-
quired to include the fair market value of HSA assets as of the
date of death in gross income for the taxable year that includes the
date of death. The amount includible in income is reduced by the
amount in the HSA used, within one year after death, to pay quali-
fied medical expenses incurred by the decedent prior to the death.

101 Sec. 2056.
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As is the case with other HSA distributions, whether the expenses
are qualified medical expenses is determined as of the time the ex-
penses were incurred. In computing taxable income, the beneficiary
may claim a deduction for that portion of the Federal estate tax on
the decedent’s estate that was attributable to the amount of the
HSA balance.102

If there is no named beneficiary of the decedent’s HSA, the HSA
ceases to be an HSA as of the date of death, and the fair market
value of the assets in the HSA as of such date is includible in the
decedent’s gross income for the year of the death. This rule applies
in all cases in which there is no named beneficiary, even if the sur-
viving spouse ultimately obtains the right to the HSA assets (e.g.,
if the surviving spouse is the sole beneficiary of the decedent’s es-
tate).

Reporting requirements

Employer contributions are required to be reported on the em-
ployee’s Form W-2. Trustees of HSAs may be required to report to
the Secretary of the Treasury amounts with respect to contribu-
tions, distributions, the return of excess contributions, and other
matters as determined appropriate by the Secretary. In addition,
the Secretary may require providers of high deductible health plans
to make reports to the Secretary and to account beneficiaries as the
Secretary determines appropriate.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2003.

D. Exclusion from Gross Income of Certain Federal Sub-
sidies for Prescription Drug Plans (sec. 1202 of the Act
and new sec. 139A of the Code)

Present and Prior Law

Gross income includes all income from whatever source derived
unless a specific exclusion applies.103

Explanation of Provision

The Act provides that gross income does not include any special
subsidy payment received under section 1860D—-22 of the Social Se-
curity Act. The exclusion applies for purposes of both the regular
tax and the alternative minimum tax (including the adjustment for
adjusted current earnings).

The exclusion is not taken into account in determining whether
a deduction is allowable with respect to costs taken into account in
determining the subsidy payment. Accordingly, a taxpayer could
claim a deduction for prescription drug expenses incurred even
though the taxpayer also received an excludible subsidy related to
the same expenses.

102 The deduction is calculated in accordance with the present-law rules relating to income in
respect of a decedent set forth in section 691(c).
103 Sec. 61.
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Effective Date

The provision is effective for taxable years ending after the date
of enactment (December 8, 2003).

E. Exception to Information Reporting Requirements for
Certain Health Arrangements (sec. 1203 of the Act and sec.
6041 of the Code)

Present and Prior Law

Any person in a trade or business who, in the course of that
trade or business, makes specified payments to another person to-
taling $600 or more in a year, must provide an information report
to the IRS (as well as a copy to the recipient) on the payments.104
Reporting is required to be done on Form 1099. In general, these
information reports remind taxpayers of amounts of income that
should be reflected on their tax returns and assist the IRS in
verifying that taxpayers have correctly reported these amounts.

Treasury regulations specify that fees for professional services,
including the services of physicians, must be reported.195 Treasury
regulations also provide a general exception from these information
reporting requirements for payments made to corporations, except
that this exception is inapplicable if the corporation is “engaged in
providing medical and health care services.” 106

In 2003, the IRS issued a revenue ruling describing when em-
ployer-provided expense reimbursements made through debit or
credit cards or other electronic media are excludible from gross in-
come.197 The ruling stated that “payments made to medical service
providers through the use of debit, credit, and stored value cards
are re}ci(())gtable by the employer on Form 1099-MISC under section
6041.”

Reasons for Change 199

The Congress wished to encourage electronic reimbursement of
medical expenses through the use of debit or store-valued cards.
The Congress believed that the regulatory reporting requirement
discourgged the use of such cards and that such burden should be
removed.

Explanation of Provision

The Act provides an exception from the generally applicable in-
formation reporting provisions for payments for medical care made
under either: (1) a flexible spending arrangement,110 or (2) a health
reimbursement arrangement that is treated as employer-provided
coverage.

104 Sec. 6041.

105 Treas. Reg. sec. 1.6041-1(d)(2).

106 Treas. Reg. sec. 1.6041-3(p)(1). These regulations also provide an exception from these in-
formation reporting requirements if the payment is made to a hospital that is tax-exempt or
that is owned and operated by a governmental entity.

lg;%ev. Rul. 2003-43, 2003-21 I.R.B. 935 (May 27, 2003).

1

109 See H.R. 2351, the “Health Savings Account Availability Act,” which was reported by the
House Committee on Ways and Means on June 25, 2003 (H.R. Rep. No. 108-177).

110 This term is defined in sec. 106(c)(2).
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Effective Date

The provision applies to payments made after December 31,
2002.



PART SIX: VISION 100-CENTURY OF AVIATION
REAUTHORIZATION ACT (PUBLIC LAW 108-176) 111

A. Extension of Expenditure Authority (secs. 901 and 902 of
the Act)

Present and Prior Law

The Airport and Airway Trust Fund (the “Trust Fund”) was cre-
ated in 1970 to finance a major portion of the Federal expenditures
on national aviation programs. Prior to that time, these expendi-
tures had been financed with General Fund monies. The statutory
provisions relating to the Trust Fund were placed in the Code in
1982.112

Under prior law, the Internal Revenue Code authorized expendi-
tures to be made from the Trust Fund through September 30, 2003,
for purposes provided in specified authorizing legislation as in ef-
fect on the date of enactment of the most recent authorizing Act
(the Wendell H. Ford Aviation Investment and Reform Act for the
21st Century).

To support the Trust Fund, the Code imposes taxes on both com-
mercial and noncommercial aviation. Commercial aviation is the
carriage of persons or property by air for compensation (air trans-
portation “for hire”). All other air transportation is defined as non-
commercial aviation.113

The taxes imposed to finance the aviation trust fund are:

1. ticket taxes imposed on commercial passenger transportation;

2. a waybill tax imposed on freight transportation; and

3. fuel taxes imposed on gasoline and jet fuel used in commercial
aviation and non-commercial aviation.

Most domestic air passenger transportation is subject to a two-
part ticket tax. First, the Code imposes a tax at the rate of 7.5 per-
cent of the amount paid for taxable transportation. Second, the
Code imposes a flight segment tax of $3 for each domestic segment
of taxable transportation. Beginning with calendar year 2003, the
domestic flight segment portion of the ticket tax is adjusted for in-
flation annually.

111 H R. 2115. The House Committee on Transportation reported the bill on June 6, 2003 (H.R.
Rep. No. 108-143). The House passed the bill on June 11, 2003. The Senate Committee on Com-
merce, Science, and Transportation reported S. 824 on May 2, 2003 (S. Rep. No. 108-41). The
Senate passed H.R. 2115, as amended by the provisions of S. 824, on June 12, 2003. The con-
ference report was filed on October 29, 2003 (H.R. Rep. No. 108-334). The conference report
passed the House on October 30, 2003 and the Senate on November 21, 2003. The President
signed the bill on December 12, 2003.

112 Sec. 9502.

113 Sec. 4041(c)(2). Because these definitions are based on whether an amount is paid for the
transportation, it is possible for the same aircraft to be used at times in commercial aviation
and at times in non-commercial aviation. This determination is made on a flight-by-flight basis.
For example, a corporate-owned aircraft transporting employees of the corporation is engaged
in non-commercial aviation (and subject only to fuels excise tax) while the same aircraft when
transporting non-employees is engaged in commercial aviation (and subject to a mix of ticket
and fuels taxes).

(62)
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Explanation of Provisions

Trust Fund expenditure authority

The Act extends the authority to make expenditures (subject to
appropriations) from the Trust Fund through September 30, 2007.
The Act also updates the Trust Fund cross references to author-
izing legislation to include expenditure purposes in this Act and
prior authorizing legislation as in effect on the date of enactment
of the Act.

Domestic flight segment tax

The Act makes a technical correction to the domestic flight seg-
ment portion of the airline ticket tax. Beginning with calendar year
2003, the domestic flight segment portion of the airline ticket tax
is adjusted for inflation annually. The technical correction clarifies
that, in the case of amounts paid for transportation before the be-
ginning of the year in which the transportation is to occur, the rate
of tax is the rate in effect for the calendar year in which the
amount is paid.

Effective Dates

The provision extending expenditure authority is effective on the
date of enactment (December 12, 2003).

The provision relating to the domestic flight segment tax for
flight segments beginning after December 31, 2002, is effective as
if included in the provisions of the Taxpayer Relief Act of 1997 to
which it relates.



PART SEVEN: SERVICEMEMBERS CIVIL RELIEF ACT
(PUBLIC LAW 108-189) 114

A. Servicemembers Civil Relief (sec. 510 of the Act)

Explanation of Provision

Section 510 of the Servicemembers Civil Relief Act reenacts sec-
tion 573 of the Soldiers’ and Sailors’ Civil Relief Act of 1940, with
only minor technical changes. First, section 510 requires notice to
the IRS or the tax authority of a State or a political subdivision
thereof to be effective. Second, the six month maximum effective
period under the 1940 Act has been changed to a 180-day period.

114H R. 100. The House Committee on Veterans’ Affairs reported the bill on April 30, 2003
(H.R. Rep. No. 108-81). The House passed the bill on the suspension calendar on May 7, 2003.
The Senate Committee on Veterans’ Affairs reported S. 1136 on November 11, 2003 (S. Rep.
No. 108-197). The Senate passed H.R. 100, as amended by the provisions of S. 1136, by unani-
mous consent on November 21, 2003. The House passed the bill, as amended by the Senate,
by unanimous consent on December 12, 2003. The President signed the bill on December 19,
2003.

(64)



PART EIGHT: SURFACE TRANSPORTATION EXTENSION
ACT OF 2004 (PUBLIC LAW 108-202) 115

A. Extension of Highway Trust Fund and Aquatic Resources
Trust Fund Expenditure Authority (sec. 12 of the Act)

Prior Law

Under prior law, the Internal Revenue Code (sec. 9503) author-
ized expenditures (subject to appropriations) to be made from the
Highway Trust Fund through February 29, 2004, for purposes pro-
vided in specified authorizing legislation as in effect on the date of
enactment of the most recent authorizing Act (the Surface Trans-
portation Extension Act of 2003).

Under prior law, expenditures also were authorized from the
Aquatic Resources Trust Fund through February 29, 2004.

Highway Trust Fund spending is limited by anti-deficit provi-
sions internal to the Highway Trust Fund, the so-called “Harry
Byrd rule”. The rule requires the Treasury Department to deter-
mine, on a quarterly basis, the amount (if any) by which unfunded
highway authorizations exceed projected net Highway Trust Fund
tax receipts for the 24-month period beginning at the close of each
fiscal year (sec. 9503(d)). Similar rules apply to unfunded Mass
Transit Account authorizations. If unfunded authorizations exceed
projected 24-month receipts, apportionments to the States for speci-
fied programs funded by the relevant Trust Fund Account are to
be reduced proportionately. Because of the Harry Byrd rule, taxes
dedicated to the Highway Trust Fund typically are scheduled to ex-
pire at least two years after current authorizing Acts.

The Surface Transportation Extension Act of 2003, created a
temporary rule (through February 29, 2004) for purposes of the
anti-deficit provisions of the Highway Trust Fund. For purposes of
determining 24 months of projected revenues for the anti-deficit
provisions, the Secretary of the Treasury is instructed to treat each
expiring provision relating to appropriations and transfers to the
Highway Trust Fund to have been extended through the end of the
24-month period and to assume that the rate of tax during such 24-
month period remains the same as the rate in effect on the date
of enactment of that Act.

115 H R. 3850. The House passed the bill by unanimous consent on February 26, 2004. The
Senate passed the bill by unanimous consent on February 27, 2004. The President signed the
bill on February 29, 2004.

(65)
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Explanation of Provision 116

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through April 30,
2004. The Act also updates the Highway Trust Fund cross ref-
erences to authorizing legislation to include expenditure purposes
in this Act and prior authorizing legislation as in effect on the date
of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule (through April 30, 2004)
created by the Surface Transportation Extension Act of 2003.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
April 30, 2004. The Act also updates the Aquatics Resources Trust
Fund cross references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Effective Date

The provision is effective on the date of enactment (February 29,
2004).

116 The expiration dates described herein were subsequently extended by the Surface Trans-
portation Extension Act of 2004, Part II; the Surface Transportation Extension Act of 2004, Part
IIT; the Surface Transportation Extension Act of 2004, Part IV; and the Surface Transportation
Extension Act of 2004, Part V, described in Part Eleven, Part Twelve, Part Thirteen, and Part
Fourteen, respectively.



PART NINE: THE SOCIAL SECURITY PROTECTION ACT
OF 2004 (PUBLIC LAW 108-203) 117

A. Technical Amendment Clarifying Treatment for Certain
Purposes of Individual Work Plans under the Ticket to
Work and Self-Sufficiency Program (sec. 405 of the Act,
sec. 1148(g)(1) of the Social Security Act, and sec. 51 of the
Code)

Present and Prior Law

The work opportunity tax credit is a temporary credit available
on an elective basis for employers hiring individuals from one or
more of eight targeted groups.11® The credit generally equals 40
percent (25 percent for employment of 400 hours or less) of quali-
fied first-year wages. Generally, qualified first-year wages are
qualified wages (not in excess of $6,000) attributable to service ren-
dered by a member of a targeted group during the one-year period
beginning with the day the individual began work for the employer.
Therefore, the maximum credit per employee is generally $2,400
(40 percent of the first $6,000 of qualified first-year wages).

For purposes of the credit, the eight targeted groups are: (1) cer-
tain families eligible to receive benefits under the Temporary As-
sistance for Needy Families Program; (2) high-risk youth; (3) quali-
fied ex-felons; (4) vocational rehabilitation referrals; (5) qualified
summer youth employees; (6) qualified veterans; (7) families receiv-
ing food stamps; and (8) persons receiving certain Supplemental
Security Income (SSI) benefits.

For purposes of the credit, the term “vocational rehabilitation re-
ferral” means any individual who is certified by the local des-
ignated agency as: (1) having a physical or mental disability that,
for the individual, constitutes or results in a substantial handicap
to employment; and (2) having been referred to the employer upon
completion of (or while receiving) rehabilitative services pursuant
to either an individualized written plan for employment under a
State plan for vocational rehabilitation services approved under the
Rehabilitation Act of 1973, or a program of vocational rehabilita-
tion for veterans carried out under applicable Federal law.

The Ticket to Work and Work Incentives Improvement Act of
1999 established the “Ticket to Work” program under the Social

117H R. 743. The House Committee on Ways and Means reported the bill on March 24, 2003
(H.R. Rep. No. 108-46). The House passed the bill on April 2, 2003. The Senate Committee on
Finance reported the bill on October 29, 2003 (S. Rep. No. 108-176). The Senate passed the bill,
as amended, on December 9, 2003. The bill, as amended, passed the House on February 11,
2004. The President signed the bill on March 2, 2004.

118 Section 303 of the Working Class Families Tax Relief Act of 2004, also described in Part
Fifteen of this document, provides for the extension of the work opportunity tax credit for two
years, i.e., for wages paid to qualified individuals who begin work for an employer after Decem-
ber 31, 2003, and before January 1, 2006.
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Security Act.11® Under this program, a disabled individual may be
employed pursuant to an individual work plan developed by an ap-
proved employment network, which may include private organiza-
tions, rather than pursuant to an individualized written plan for
employment under a State plan approved under the Rehabilitation
Act of 1973.

Reasons for Change

The Congress noted that the Ticket to Work program was de-
signed to increase choice available to beneficiaries when they select
providers of employment services. The Congress believed that em-
ployers hiring individuals with disabilities should be able to qualify
for the work opportunity tax credit, regardless of whether the em-
ployment referral is made by a public or private service provider.
The Congress believed the eligibility criteria for the work oppor-
tunity tax credit should be updated to conform to the expansion of
employment services and the increase in number and range of vo-
cational rehabilitation providers as a result of the enactment of the
Ticket to Work Act.

Explanation of Provision

Under the Act, an individual work plan established pursuant to
the Ticket to Work program under the Social Security Act is treat-
ed, for purposes of the work opportunity tax credit, as an individ-
ualized written plan for employment under a State plan approved
under the Rehabilitation Act of 1973.

Effective Date

The provision is effective as if included in the Ticket to Work and
Work Incentives Improvement Act of 1999.

B. Clarification Respecting the FICA and SECA Tax Exemp-
tions for an Individual Whose Earnings Are Subject to the
Laws of a Totalization Agreement Partner (sec. 415 of the
Act and secs. 1401(c), 3101(c), and 3111(c) of the Code)

Present and Prior Law

Under the Federal Insurance Contributions Act (“FICA”), which
is part of the Code, a tax is imposed on the wages paid by an em-
ployer to an employee.120 FICA tax consists of two parts: (1) old
age, survivor and disability insurance (“OASDI”), which correlates
to the Social Security program that provides monthly benefits after
retirement, disability, or death; and (2) Medicare hospital insur-
ance (“HI”). The OASDI tax rate is 6.2 percent on both the em-
ployee and employer (for a total rate of 12.4 percent). The OASDI
tax rate applies to compensation up to the OASDI wage base
($87,900 for 2004). The HI tax rate is 1.45 percent on both the em-
ployee and the employer (for a total rate of 2.9 percent). Unlike the
OASDI tax, the HI tax is not limited to a specific amount of com-
pensation.

119 Pub. L. No. 106-170.
120 Code secs. 3101-3128.
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FICA tax generally applies only to employees, not to individuals
engaged in a trade or business. Instead, such individuals are sub-
ject to tax under the Self-Employment Compensation Act (“SECA”)
on their self-employment income.121 Like FICA tax, SECA tax con-
sists of two parts, OASDI and HI.

Under the Social Security Act, an individual receives credit for
his or her wages and self-employment income, which is used to de-
termine eligibility for monthly Social Security benefits and Medi-
care coverage.

The United States may enter into agreements (referred to as “to-
talization” agreements) with foreign countries (referred to as “total-
ization agreement partners”) to coordinate coverage and contribu-
tions (or taxes) under the Social Security program with similar pro-
grams of other countries.122 These agreements generally eliminate
dual social security coverage and taxes for the same work and
earnings. Wages and self-employment income are exempt from
FICA and SECA to the extent that, under a totalization agreement
with a foreign country, the wages or self-employment income is
subject to taxes or contributions for similar purposes under the So-
cial Security system of the foreign country.

Reasons for Change

The Congress noted that, under U.S. totalization agreements, a
person’s work is generally subject to the Social Security laws of the
country in which the work is performed. The Congress further
noted that, in most cases, the worker (whether subject to the laws
of the United States or the other country) is compulsorily covered
and required to pay contributions in accordance with the laws of
that country; in some instances, however, work that would be
compulsorily covered in the United States is excluded from compul-
sory coverage in the other country (such as Germany). The Con-
gress was concerned that, in such cases, the IRS had questioned
the exemption from U.S. Social Security tax for workers who elect
not to make contributions to the foreign country’s retirement sys-
tem. The Congress believed that any question should be removed
regarding the exemption, in a manner consistent with the general
philosophy behind the coverage rules of totalization agreements.

Explanation of Provision

Under the Act, wages and self-employment income are exempt
from FICA and SECA to the extent that, under a totalization
agreement with a foreign country, the wages or self-employment in-
come is subject exclusively to the laws applicable to the Social Se-
curity system of the foreign country. As a result, an individual’s
earnings are exempt from FICA and SECA in cases in which the
earnings are subject to a foreign country’s Social Security system
in accordance with a totalization agreement, but the foreign coun-
try’s law does not require compulsory contributions on those earn-
ings. The Act establishes that such earnings are exempt from FICA
and SECA regardless of whether the individual elects to make con-
tributions to the foreign country’s Social Security system.

121 Code secs. 1401-1403.
122 Sec. 233 of the Social Security Act.
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Effective Date

The provision is effective on the date of enactment (March 2,
2004).

C. Technical Amendments

1. Technical correction relating to retirement benefits of
ministers (sec. 422 of the Act and sec. 211(a)(7) of the So-
cial Security Act)

Present and Prior Law

Under the Self-Employment Compensation Act (“SECA”), which
is part of the Code, an individual engaged in a trade or business
is subject to tax on his or her self-employment income, which is
based on net earnings from self-employment.123 SECA tax consists
of two parts: (1) old age, survivor and disability insurance
(“OASDI”), which correlates to the Social Security program that
provides monthly benefits after retirement, disability, or death; and
(2) Medicare hospital insurance (“HI”). The Code contains defini-
tions of “self-employment income” and “net earnings from self-em-
ployment” that apply for SECA purposes.

Under the Social Security Act, an individual receives credit for
his or her self-employment income, which is used to determine in-
sured status, that is, eligibility for monthly Social Security benefits
and Medicare coverage, as well as the amount of monthly benefits.
The Social Security Act contains definitions of “self-employment in-
come” and “net earnings from self-employment” that parallel the
Code definitions. Generally, if a statutory change is made to these
ieﬁnitions, it is made both in the Code and in the Social Security

ct.

The Small Business Job Protection Act of 1996124 amended the
Code to provide that, in the case of a minister or member of a reli-
gious order, net earnings from self-employment does not include
the rental value of a parsonage or parsonage allowance provided
after the individual retires or any other retirement benefit received
from a church plan after the individual retires. This amendment
was effective for years beginning before, on, or after December 31,
1994.

Reasons for Change

The Congress noted that the Small Business Job Protection Act
of 1996 provided that certain retirement benefits received by min-
isters and members of religious orders are not subject to SECA
taxes. However, a conforming change was not made to the Social
Security Act to exclude these benefits from being counted for the
purpose of acquiring insured status and calculating Social Security
benefit amounts. The Congress was concerned that this income was
therefore not treated in a uniform manner. The Congress believed
that the Social Security Act should be conformed to the Code with
respect to such income.

123 Secs. 1401-1403.
124Pub. L. No. 104-188.
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Explanation of Provision

The Act makes a conforming change to the definition of net earn-
ings from self-employment under the Social Security Act to exclude
the rental value of a parsonage or a parsonage allowance provided
after a minister or member of a religious order retires or any other
retirement benefit received from a church plan after the individual
retires. Thus, these benefits are not included in earnings for pur-
poses of determining insured status or the amount of monthly So-
cial Security benefits.

Effective Date

The provision is effective for years beginning before, on, or after
December 31, 1994.

2. Technical correction relating to domestic employment
(sec. 423 of the Act, sec. 3121(a)(7)(B) and (g)(5) of the
Code, and secs. 209(a)(6)(B) and 210(f)(5) of the Social
Security Act)

Present and Prior Law

Under the Federal Insurance Contributions Act (“FICA”), which
is part of the Code, a tax is imposed on the wages paid by an em-
ployer to an employee.125 FICA tax consists of two parts: (1) old
age, survivor and disability insurance (“OASDI”), which correlates
to the social security program that provides monthly benefits after
retirement, disability, or death; and (2) Medicare hospital insur-
ance (“HI”). For this purpose, “wages” is defined as all remunera-
tion for employment, with certain specified exceptions.

This definition of wages provides an exception for cash remu-
neration paid by an employer to an employee for agricultural labor
unless the total cash remuneration paid to the employee in the cal-
endar year is $150 or more. For this purpose, under prior law, agri-
cultural labor included service performed on a farm operated for
profit if the service was domestic service in the private home of the
employer. In addition, for years beginning after December 31, 1994,
wages does not include cash remuneration paid to an employee in
the private home of the employer if the total cash remuneration
paid to the employee in the calendar year is less than a specified
amount ($1,400 for 2004).

Under the Social Security Act, an individual receives credit for
his or her wages, which is used to determine insured status, that
is, eligibility for monthly Social Security benefits and Medicare cov-
erage, as well as the amount of monthly benefits. The Social Secu-
rity Act contains a definition of wages that parallels the Code defi-
nitions, including exceptions for cash remuneration paid for agri-
cultural labor or domestic service.

Reasons for Change

The Congress recognized that, prior to 1994, domestic service on
a farm was treated as agricultural labor and was subject to the
wage threshold for agricultural labor. The Congress noted that, ac-

125 Secs. 3101-3128.
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cording to the Social Security Administration, in 1994, when Con-
gress amended the law with respect to domestic employment, the
intent was that domestic employment on a farm would be subject
to the wage threshold for domestic employees instead of the thresh-
old for agricultural labor. However, the Congress believed that the
prior-law language was unclear, making it appear as if domestic
employees on farms were subject to both thresholds.

Explanation of Provision

Under the Act, domestic service on a farm operated for profit is
treated as domestic service in a private home, rather than as agri-
cultural labor. As a result, the same wage threshold applies to cash
remuneration for domestic service on a farm as applies to domestic
service in a private home. That is, cash remuneration paid to an
employee for domestic service on a farm operated for profit is not
wages if the total cash remuneration paid to the employee in the
calendar year is less than a specified amount ($1,400 for 2004).

Effective Date

The provision is effective on the date of enactment (March 2,
2004).

3. Technical correction of outdated references (sec. 424 of
the Act, sec. 3102(a) of the Code, and sec. 211(a)(15) of
the Social Security Act)

Present and Prior Law

Various provisions of the Code and the Social Security Act con-
tain cross-references to other statutory provisions.

Reasons for Change

The Congress noted that, over the years, provisions in the Social
Security Act, the Code and other related laws have been deleted,
redesignated or amended; however, necessary conforming changes
have not always been made. The Congress further noted that, con-
sequently, prior law contained some outdated references.

Explanation of Provision

Under the Act, language referring to a previously repealed 20-
day work test for agricultural labor is deleted from the Code, and
a cross-reference in the Social Security Act to a Code provision is
corrected.

Effective Date

The provision is effective on the date of enactment (March 2,
2004).
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4. Technical correction respecting self-employment income
in community property States (sec. 425 of the Act, sec.
1402(a)(5) of the Code, and sec. 211(a)(5) of the Social Se-
curity Act)

Present and Prior Law

The Code and the Social Security Act define “net earnings from
self-employment” in order to determine self-employment income,
which is subject to tax under the Code and is credited as earnings
under the Social Security Act. Under prior law, the Code and the
Social Security Act provided that, in determining net earnings from
self-employment, if any income derived from a trade or business
(other than a partnership) is community income under applicable
community property laws, all of the income and deductions attrib-
utable to the trade or business are treated as the income and de-
ductions of the husband unless the wife exercises substantially all
of the management and control of the trade or business, in which
case all of the income and deductions are treated as income and de-
ductions of the wife.

This rule was held to be unconstitutional, and, as a result, the
same rule for attributing the income and deductions of a trade or
business to a spouse applied to taxpayers in community property
States and in non-community States.126 Under this rule, income
and deductions of a trade or business (other than a partnership)
are attributed to the spouse carrying on the trade or business.

Reasons for Change

The Congress noted that then-present law was found to be un-
constitutional in several court cases in 1980 and that, since then,
income from a trade or business that is not a partnership in a com-
munity property State has been treated the same as income from
a trade or business that is not a partnership in a non-community
property State, that is, it is taxed and credited to the spouse who
is found to be carrying on the business. The Congress believed that
a change should be made to conform the provisions in the Social
Security Act and the Internal Revenue Code to current practice in
both community property and non-community property States.

Explanation of Provision

Under the Act, in determining net earnings from self-employ-
ment, if any income derived from a trade or business (other than
a partnership) is community income under applicable community
property laws, the income and deductions attributable to the trade
or business are treated as the income and deductions of the spouse
carrying on the trade or business or, if the trade or business is
jointly operated, treated as the income and deductions of each
spouse on the basis of their respective distributive shares of the in-
come and deductions. The Act thus conforms the statutory defini-
tion of net earnings from self-employment with administrative
practice.

126 See Rev. Rul. 82-39, 1982-1 C.B. 119.
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Effective Date

The provision is effective on the date of enactment (March 2,
2004).



PART TEN: PENSION FUNDING EQUITY ACT OF 2004
(PUBLIC LAW 108-218) 127

I. PENSION FUNDING

A. Temporary Replacement of 30-Year Treasury Rate and
Election of Alternative Deficit Reduction Contribution
(secs. 101 and 102 of the Act and secs. 404, 412 and 415 of
the Code)

Present and Prior Law

In general

The interest rate on 30-year Treasury securities is generally used
for several purposes related to defined benefit pension plans, spe-
cifically: (1) in determining current liability for purposes of the
funding and deduction rules; (2) in determining unfunded vested
benefits for purposes of Pension Benefit Guaranty Corporation
(“PBGC”) variable rate premiums; and (3) in determining the min-
imum required value of lump-sum distributions from a defined ben-
efit pension plan and maximum lump-sum values for purposes of
the limits on benefits payable under a defined benefit pension plan.

Funding rules

In general

The Internal Revenue Code (the “Code”) and the Employee Re-
tirement Income Security Act of 1974 (“ERISA”) impose minimum
funding requirements with respect to defined benefit pension
plans.’28 Under the funding rules, the amount of contributions re-
quired for a plan year is generally the plan’s normal cost for the
year (i.e., the cost of benefits allocated to the year under the plan’s
funding method) plus that year’s portion of other liabilities that are
amortized over a period of years, such as benefits resulting from
a grant of past service credit.

Additional contributions for underfunded plans

Under special funding rules (referred to as the “deficit reduction
contribution” rules),129 an additional contribution to a plan is gen-
erally required if the plan’s funded current liability percentage is

127H.R. 3108. The House passed the bill on October 8, 2003. The Senate passed the bill on
January 28, 2004. The conference report was filed on April 1, 2004 (H.R. Rep. No. 108-457).
The conference report passed the House on April 2, 2004, and the Senate on April 8, 2004. The
President signed the bill on April 10, 2004.

128 Code sec. 412; ERISA sec. 302. The Code also imposes limits on deductible contributions,
as discussed below.

129 The deficit reduction contribution rules apply to single-employer plans, other than single-
employer plans with no more than 100 participants on any day in the preceding plan year. Sin-
gle-employer plans with more than 100 but not more than 150 participants are generally subject
to lower contribution requirements under these rules.
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less than 90 percent.130 A plan’s “funded current liability percent-
age” is the actuarial value of plan assets 131 as a percentage of the
plan’s current liability. In general, a plan’s current liability means
all liabilities to employees and their beneficiaries under the plan.

The amount of the additional contribution required under the
deficit reduction contribution rules is the sum of two amounts: (1)
the excess, if any, of (a) the deficit reduction contribution (as de-
scribed below), over (b) the contribution required under the normal
funding rules; and (2) the amount (if any) required with respect to
unpredictable contingent event benefits.132 The amount of the addi-
tional contribution cannot exceed the amount needed to increase
the plan’s funded current liability percentage to 100 percent.

The deficit reduction contribution is the sum of (1) the “unfunded
old liability amount,” (2) the “unfunded new liability amount,” and
(3) the expected increase in current liability due to benefits accru-
ing during the plan year.133 The “unfunded old liability amount” is
the amount needed to amortize certain unfunded liabilities under
1987 and 1994 transition rules. The “unfunded new liability
amount” is the applicable percentage of the plan’s unfunded new
liability. Unfunded new liability generally means the unfunded cur-
rent liability of the plan (i.e., the amount by which the plan’s cur-
rent liability exceeds the actuarial value of plan assets), but deter-
mined without regard to certain liabilities (such as the plan’s un-
funded old liability and unpredictable contingent event benefits).
The applicable percentage is generally 30 percent, but is reduced
if the plan’s funded current liability percentage is greater than 60
percent.

Required interest rate and mortality table

Specific interest rate and mortality assumptions must be used in
determining a plan’s current liability for purposes of the special
funding rule. The interest rate used to determine a plan’s current
liability is generally required to be within a permissible range of
the weighted average 134 of the interest rates on 30-year Treasury
securities for the four-year period ending on the last day before the
plan year begins. The permissible range is generally from 90 per-
cent to 105 percent.135 The interest rate used under the plan was

130 Under an alternative test, a plan is not subject to the deficit reduction contribution rules
for a plan year if (1) the plan’s funded current liability percentage for the plan year is at least
80 percent, and (2) the plan’s funded current liability percentage was at least 90 percent for
each of the two immediately preceding plan years or each of the second and third immediately
preceding plan years.

131The actuarial value of plan assets is the value determined under an actuarial valuation
method that takes into account fair market value and meets certain other requirements. The
use of an actuarial valuation method allows appreciation or depreciation in the market value
of plan assets to be recognized gradually over several plan years. Sec. 412(c)(2); Treas. Reg. sec.
1.412(c)(2)-1.

132 A plan may provide for unpredictable contingent event benefits, which are benefits that
depend on contingencies that are not reliably and reasonably predictable, such as facility shut-
downs or reductions in workforce. An additional contribution is generally not required with re-
spect todunpredictable contingent event benefits unless the event giving rise to the benefits has
occurred.

133If the Secretary of the Treasury prescribes a new mortality table to be used in determining
current liability, as described below, the deficit reduction contribution may include an additional
amount.

134 The weighting used for this purpose is 40 percent, 30 percent, 20 percent and 10 percent,
starting with the most recent year in the four-year period. Notice 88-73, 1988-2 C.B. 383.

135Tf the Secretary of the Treasury determines that the lowest permissible interest rate in
this range is unreasonably high, the Secretary may prescribe a lower rate, but not less than
80 percent of the weighted average of the 30-year Treasury rate.
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required to be consistent with the assumptions which reflect the
purchase rates which would be used by insurance companies to sat-
isfy the liabilities under the plan.136

The Job Creation and Worker Assistance Act of 2002 137 tempo-
rarily amended the permissible range of the statutory interest rate
used in calculating a plan’s current liability for purposes of apply-
ing the additional contribution requirements, so that the permis-
sible range was from 90 percent to 120 percent for plan years be-
ginning after December 31, 2001, and before January 1, 2004.

Prior law did not provide a special interest rate rule for plan
years beginning after December 31, 2003, and before January 1,
2006.

The IRS generally publishes the interest rate on 30-year Treas-
ury securities on a monthly basis. The Department of the Treasury
does not currently issue 30-year Treasury securities. As of March
2002, the IRS published the average yield on the 30-year Treasury
bond maturing in February 2031 as a substitute.

The Secretary of the Treasury is required to prescribe mortality
tables and to periodically review (at least every five years) and up-
date such tables to reflect the actuarial experience of pension plans
and projected trends in such experience.13®8 The Secretary of the
Treasury has required the use of the 1983 Group Annuity Mor-
tality Table.139

Full funding limitation

No contributions are required under the minimum funding rules
in excess of the full funding limitation. The full funding limitation
is the excess, if any, of (1) the accrued liability under the plan (in-
cluding normal cost), over (2) the lesser of (a) the market value of
plan assets or (b) the actuarial value of plan assets.140 However,
the full funding limitation may not be less than the excess, if any,
of 90 percent of the plan’s current liability (including the current
liability normal cost) over the actuarial value of plan assets. In
general, current liability is all liabilities to plan participants and
beneficiaries accrued to date, whereas the accrued liability under
the full funding limitation may be based on projected future bene-
fits, including future salary increases.

136 Code sec. 412(b)(5)(B)(iii)(IT); ERISA sec. 302(b)(5)(B)(iii)(II). Under Notice 90-11, 1990-1
C.B. 319, the interest rates in the permissible range are deemed to be consistent with the as-
sumptions reflecting the purchase rates that would be used by insurance companies to satisfy
the liabilities under the plan.

137 Pub. L. No. 107-147.

138 Code sec. 412(1)(7)(C)(ii); ERISA sec. 302(d)(7)(C)(ii).

139 Rev. Rul. 95-28, 1995-1 C.B. 74. The IRS and the Treasury Department have announced
that they are undertaking a review of the applicable mortality table and have requested com-
ments on related issues, such as how mortality trends should be reflected. Notice 2003-62,
2003-38 I.R.B. 576; Announcement 2000-7, 2000-1 C.B. 586.

140 For plan years beginning before 2004, the full funding limitation was generally defined as
the excess, if any, of (1) the lesser of (a) the accrued liability under the plan (including normal
cost) or (b) a percentage (170 percent for 2003) of the plan’s current liability (including the cur-
rent liability normal cost), over (2) the lesser of (a) the market value of plan assets or (b) the
actuarial value of plan assets, but in no case less than the excess, if any, of 90 percent of the
plan’s current liability over the actuarial value of plan assets. Under the Economic Growth and
Tax Relief Reconciliation Act of 2001 (“EGTRRA”), the full funding limitation based on 170 per-
cent of current liability is repealed for plan years beginning in 2004 and thereafter. The provi-
sions of EGTRRA generally do not apply for years beginning after December 31, 2010.
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Timing of plan contributions

In general, plan contributions required to satisfy the funding
rules must be made within 8% months after the end of the plan
year. If the contribution is made by such due date, the contribution
is treated as if it were made on the last day of the plan year.

In the case of a plan with a funded current liability percentage
of less than 100 percent for the preceding plan year, estimated con-
tributions for the current plan year must be made in quarterly in-
stallments during the current plan year.'4l The amount of each re-
quired installment is 25 percent of the lesser of (1) 90 percent of
the amount required to be contributed for the current plan year or
(2) 100 percent of the amount required to be contributed for the
preceding plan year.142

Funding waivers

Within limits, the IRS is permitted to waive all or a portion of
the contributions required under the minimum funding standard
for a plan year.143 A waiver may be granted if the employer (or em-
ployers) responsible for the contribution could not make the re-
quired contribution without temporary substantial business hard-
ship and if requiring the contribution would be adverse to the in-
terests of plan participants in the aggregate. Generally, no more
than three waivers may be granted within any period of 15 con-
secutive plan years.

If a funding waiver is in effect for a plan, subject to certain ex-
ceptions, no plan amendment may be adopted that increases the li-
abilities of the plan by reason of any increase in benefits, any
change in the accrual of benefits, or any change in the rate at
which benefits vest under the plan. In addition, the IRS is author-
ized to require security to be granted as a condition of granting a
funding waiver if the sum of the plan’s accumulated funding defi-
ciency and the balance of any outstanding waived funding defi-
ciencies exceeds $1 million.

Excise tax

An employer is generally subject to an excise tax if it fails to
make minimum required contributions and fails to obtain a waiver
from the IRS.144 The excise tax is generally 10 percent of the
amount of the funding deficiency. In addition, a tax of 100 percent
may be imposed if the funding deficiency is not corrected within a
certain period.

141 Code sec. 412(m); ERISA sec. 302(e).

142Tn connection with the expanded interest rate range available for 2002 and 2003, special
rules applied in determining current liability for the preceding plan year for purposes of apply-
ing the quarterly contributions requirements to plan years beginning in 2002 (when the ex-
panded range first applied) and 2004 (when the expanded range no longer applied). In each of
those years (“present year”), current liability for the preceding year was to be redetermined,
using the permissible range applicable to the present year. This redetermined current liability
was to be used for purposes of the plan’s funded current liability percentage for the preceding
year, which could affect the need to make quarterly contributions, and for purposes of deter-
mining the amount of any quarterly contributions in the present year, which is based in part
on the preceding year.

143 Code sec. 412(d); ERISA sec. 303.

144 Code sec. 4971.
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Deductions for contributions

Employer contributions to qualified retirement plans are deduct-
ible, subject to certain limits. In the case of a defined benefit pen-
sion plan, the employer generally may deduct the greater of: (1) the
amount necessary to satisfy the minimum funding requirement of
the plan for the year; or (2) the amount of the plan’s normal cost
for the year plus the amount necessary to amortize certain un-
funded liabilities over ten years, but limited to the full funding lim-
itation for the year.145 However, the maximum amount of deduct-
ible contributions is generally not less than the plan’s unfunded
current liability.146

PBGC premiums

Because benefits under a defined benefit pension plan may be
funded over a period of years, plan assets may not be sufficient to
provide the benefits owed under the plan to employees and their
beneficiaries if the plan terminates before all benefits are paid. The
PBGC generally insures the benefits owed under defined benefit
pension plans (up to certain limits) in the event a plan is termi-
nated with insufficient assets. Employers pay premiums to the
PBGC for this insurance coverage.

PBGC premiums include a flat-rate premium and, in the case of
an underfunded plan, a variable rate premium based on the
amount of unfunded vested benefits.147 In determining the amount
of unfunded vested benefits, the interest rate used is generally 85
percent of the annual yield on 30-year Treasury securities for the
month preceding the month in which the plan year begins.

Under the Job Creation and Worker Assistance Act of 2002, for
plan years beginning after December 31, 2001, and before January
1, 2004, the interest rate used in determining the amount of un-
funded vested benefits for PBGC variable rate premium purposes
was increased to 100 percent of the annual yield on 30-year Treas-
ury securities for the month preceding the month in which the plan
year begins.

Prior law did not provide a special interest rate rule for plan
years beginning after December 31, 2003, and before January 1,
2006.

Lump-sum distributions

Accrued benefits under a defined benefit pension plan generally
must be paid in the form of an annuity for the life of the partici-
pant unless the participant consents to a distribution in another
form. Defined benefit pension plans generally provide that a partic-
ipant may choose among other forms of benefit offered under the
plan, such as a lump-sum distribution. These optional forms of ben-
efit generally must be actuarially equivalent to the life annuity
benefit payable to the participant.

145 Code sec. 404(a)(1).

146 Code sec. 404(a)(1)(D). In the case of a plan that terminates during the year, the maximum
deductible amount is generally not less than the amount needed to make the plan assets suffi-
cient to fund benefit liabilities as defined for purposes of the PBGC termination insurance pro-
gram (sometimes referred to as “termination liability”).

147ERISA sec. 4006.
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A defined benefit pension plan must specify the actuarial as-
sumptions that will be used in determining optional forms of ben-
efit under the plan in a manner that precludes employer discretion
in the assumptions to be used. For example, a plan may specify
that a variable interest rate will be used in determining actuarial
equivalent forms of benefit, but may not give the employer discre-
tion to choose the interest rate.

Statutory assumptions must be used in determining the min-
imum value of certain optional forms of benefit, such as a lump
sum.148 That is, the lump sum payable under the plan may not be
less than the amount of the lump sum that is actuarially equiva-
lent to the life annuity payable to the participant, determined
using the statutory assumptions. The statutory assumptions con-
sist of an applicable mortality table (as published by the IRS) and
an applicable interest rate.

The applicable interest rate is the annual interest rate on 30-
year Treasury securities, determined as of the time that is per-
mitted under regulations. The regulations provide various options
for determining the interest rate to be used under the plan, such
as the period for which the interest rate will remain constant (“sta-
bility period”) and the use of averaging.

Limits on benefits

Annual benefits payable under a defined benefit pension plan
generally may not exceed the lesser of: (1) 100 percent of average
compensation; or (2) $165,000 (for 2004).14°® The dollar limit gen-
erally applies to a benefit payable in the form of a straight life an-
nuity beginning no earlier than age 62. The limit is reduced if ben-
efits are paid before age 62. In addition, if the benefit is not in the
form of a straight life annuity, the benefit generally is adjusted to
an equivalent straight life annuity. In making these reductions and
adjustments, the interest rate used generally must be not less than
the greater of: (1) five percent; or (2) the interest rate specified in
the plan. However, for purposes of adjusting a benefit in a form
that is subject to the minimum value rules (including the use of the
interest rate on 30-year Treasury securities), such as a lump-sum
benefit, the interest rate used generally must be not less than the
greater of: (1) the interest rate on 30-year Treasury securities; or
(2) the interest rate specified in the plan. Prior law did not provide
a special interest rate rule for plan years beginning in 2004 and
2005.

Explanation of Provision

Interest rate for determining current liability and PBGC pre-
miums

Under the Act, the interest rate used for plan years beginning
after December 31, 2003, and before January 1, 2006, in deter-
mining current liability for funding and deduction purposes and in
determining PBGC variable rate premiums is generally the rate of

148 Code sec. 417(e)(3); ERISA sec. 205(g)(3).
149 Code sec. 415(b).
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interest on amounts invested conservatively in long-term invest-
ment-grade corporate bonds.150

For purposes of determining a plan’s current liability for plan
years beginning after December 31, 2003, and before January 1,
2006, the interest rate used must be within a permissible range of
the weighted average of the rates of interest on amounts invested
conservatively in long-term investment-grade corporate bonds dur-
ing the four-year period ending on the last day before the plan year
begins. The permissible range for these years is from 90 percent to
100 percent. The interest rate is to be determined by the Secretary
of the Treasury on the basis of two or more indices that are se-
lected periodically by the Secretary and are in the top three quality
levels available.

The interest rate on long-term corporate bonds is to be calculated
pursuant to a method, prescribed by the Secretary of the Treasury,
which relies on publicly available indices of high-quality bonds (i.e.,
the top three quality levels). The Secretary may use bonds with av-
erage maturities of 20 years or more in determining the rate. The
Secretary of Treasury may prescribe that two thirds of the rate
may be based on two or more indices that are in the top three qual-
ity levels, and one third of such rate may be based on two or more
indices that are in the third quality level. The Secretary has discre-
tion to determine which publicly available indices to use.

The Secretary is directed to make the permissible range of the
interest rate, as well as the indices and methodology used to deter-
mine the average rate, publicly available. The methodology used by
the Secretary to arrive at a single rate is to be publicly available
(including for a subscription fee or other charge). The Secretary is
to publish the rate on a monthly basis, along with an updated four-
year weighted average of the rate and an updated permissible
range. The Secretary is to consider and monitor the current mar-
ketplace indices to produce the specified rate to ensure that the in-
dices continue to be appropriate for this purpose. Through regula-
tions, the Secretary is to make, as appropriate, prospective changes
in the indices used to determine the rate.

For purposes of determining the four-year weighted average of
interest rates under the temporary provision, the weighting appli-
cable before the Act continues to apply (i.e., 40 percent, 30 percent,
20 percent and 10 percent, starting with the most recent year in
the four-year period). In addition, consistent with current IRS guid-
ance, the interest rates in the permissible range under the tem-
porary provision are deemed to be consistent with the assumptions
reflecting the purchase rates that would be used by insurance com-
panies to satisfy the liabilities under the plan. Thus, any interest
rate in the permissible range may be used in determining current
liability while the temporary provision is in effect.

The temporary interest rate generally applies in determining cur-
rent liability for purposes of determining the maximum amount of
deductible contributions to a defined benefit pension plan (regard-
less of whether the plan is subject to the deficit reduction contribu-
tion requirements). However, an employer may elect to disregard

150 The Act also repeals the prior-law rule under which, for purposes of applying the quarterly
contributions requirements to plan years beginning in 2004, current liability for the preceding
year is redetermined.
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the temporary interest rate change for purposes of determining the
maximum amount of deductible contributions (regardless of wheth-
er the plan is subject to the deficit reduction contribution require-
ments). In such a case, the interest rate used in determining cur-
rent liability for that purpose must be within the permissible range
(90 to 105 percent) of the weighted average of the interest rates on
30-year Treasury securities for the preceding four-year period. This
is intended solely as a temporary provision to ensure that, pending
long-term reform of the funding and deduction rules, the deduction
limit is neither increased nor decreased so that employers are not
penalized for fully funding their plans. Because the 30-year Treas-
ury rate is an obsolete rate, its use must be revisited promptly in
the context of long-term funding and deduction reform. However,
the use of the 30-year Treasury rate for the purposes of deter-
mining maximum deduction limits should not be considered prece-
dent for the determination of other pension plan calculations. Fur-
thermore, the use of different interest rates for certain pension
plan calculations in the context of this temporary bill should not
be considered precedent for the use of different discount rates to
measure pension plan liabilities.

Under the Act, in determining the amount of unfunded vested
benefits for PBGC variable rate premium purposes for plan years
beginning after December 31, 2003, and before January 1, 2006,
the interest rate used is 85 percent of the annual rate of interest
determined by the Secretary of the Treasury on amounts invested
conservatively in long-term investment-grade corporate bonds for
the month preceding the month in which the plan year begins (sub-
ject to the same requirements applicable to the determination of
the interest rate used in determining current liability).

Interest rate used to apply benefit limits to lump sums

Under the Act, in the case of plan years beginning in 2004 or
2005, in adjusting a form of benefit that is subject to the minimum
value rules, such as a lump-sum benefit, for purposes of applying
the limits on benefits payable under a defined benefit pension plan,
the interest rate used must be not less than the greater of: (1) 5.5
percent; or (2) the interest rate specified in the plan.

Plan amendments

The Act permits certain plan amendments made pursuant to the
interest rate provision of the bill to be retroactively effective. If cer-
tain requirements are met, the plan will be treated as being oper-
ated in accordance with its terms, and the amendment will not vio-
late the anticutback rules (except as provided by the Secretary of
the Treasury).151 In order for this treatment to apply, the plan
amendment must be made on or before the last day of the first
plan year beginning on or after January 1, 2006. In addition, the
amendment must apply retroactively as of the date on which the
interest rate provision became effective with respect to the plan
and the plan must be operated in compliance with the interest rate
provision until the amendment is made.

151 Code sec. 411(d)(6); ERISA sec. 204(g).
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A plan amendment will not be considered to be pursuant to the
interest rate provision of the bill if it has an effective date before
the effective date of the interest rate provision. Similarly, relief
from the anticutback rules does not apply for periods prior to the
effective date of the interest rate provision or the plan amendment.

Alternative deficit reduction contribution for certain plans

In general

The Act allows certain employers (“applicable employers”) to
elect a reduced amount of additional required contribution under
the deficit reduction contribution rules (an “alternative deficit re-
duction contribution”) with respect to certain plans for applicable
plan years. An applicable plan year is a plan year beginning after
December 27, 2003, and before December 28, 2005, for which the
employer elects a reduced contribution. If an employer so elects,
the amount of the additional deficit reduction contribution for an
applicable plan year is the greater of: (1) 20 percent of the amount
of the additional contribution that would otherwise be required; or
(2) the additional contribution that would be required if the deficit
reduction contribution for the plan year were determined as the ex-
pected increase in current liability due to benefits accruing during
the plan year.

An election of an alternative deficit reduction contribution may
be made only with respect to a plan that was not subject to the def-
icit reduction contribution rules for the plan year beginning in
2000.152 An election may not be made with respect to more than
two plan years. An election is to be made at such time and in such
manner as the Secretary of the Treasury prescribes. An election
does not invalidate any obligation pursuant to a collective bar-
gaining agreement in effect on the date of the election to provide
benefits, to change the accrual of benefits, or to change the rate at
which benefits vest under the plan.

An applicable employer is an employer that is: (1) a commercial
passenger airline; (2) primarily engaged in the production or manu-
facture of a steel mill product, or the processing of iron ore pellets;
or (3) an organization described in section 501(c)(5) that estab-
lished the plan for which an alternative deficit reduction contribu-
tion is elected on June 30, 1955.

Restrictions on amendments

Certain plan amendments may not be adopted during an applica-
ble plan year (i.e., a plan year for which an alternative deficit re-
duction contribution is elected). This restriction applies to an
amendment that increases the liabilities of the plan by reason of
any increase in benefits, any change in the accrual of benefits, or
any change in the rate at which benefits vest under the plan. The
restriction applies unless: (1) the plan’s enrolled actuary certifies
(in such form and manner as prescribed by the Secretary of the
Treasury) that the amendment provides for an increase in annual

152Whether a plan was subject to the deficit reduction contribution rules for the plan year
beginning in 2000 is determined without regard to the rule that allows the temporary interest
rate based on amounts invested conservatively in long-term investment-grade corporate bonds
to be used for lookback rule purposes, as discussed below.
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contributions that will exceed the increase in annual charges to the
funding standard account attributable to such amendment; or (2)
the amendment is required by a collective bargaining agreement
that is in effect on the date of enactment of the provision.

If a plan is amended during an applicable plan year in violation
of the provision, an election of an alternative deficit reduction con-
tribution does not apply to any applicable plan year ending on after
the date on which the amendment is adopted.

Notice requirement

The Act amends ERISA to provide that, if an employer elects an
alternative deficit reduction contribution for any applicable plan
year, the employer must provide written notice of the election to
participants and beneficiaries and to the PBGC within 30 days of
filing the election. The notice to participants and beneficiaries must
include: (1) the due date of the alternative deficit reduction con-
tribution; (2) the amount by which the required contribution to the
plan was reduced as a result of the election; (3) a description of the
benefits under the plan that are eligible for guarantee by the
PBGC; and (4) an explanation of the limitations on the PBGC guar-
antee and the circumstances in which the limitations apply, includ-
ing the maximum guaranteed monthly benefits that the PBGC
would pay if the plan terminated while underfunded. The notice to
the PBGC must include: (1) the due date of the alternative deficit
reduction contribution; (2) the amount by which the required con-
tribution to the plan was reduced as a result of the election; (3) the
number of years it will take to restore the plan to full funding if
the employer makes only the required contributions; and (4) infor-
mation as to how the amount by which the plan is underfunded
compares with the capitalization of the employer.

An employer that fails to provide the required notice to a partici-
pant, beneficiary, or the PBGC may (in the discretion of a court)
be liable to the participant, beneficiary, or PBGC in the amount of
up to $100 a day from the date of the failure, and the court may
in its discretion order such other relief as it deems proper.

Effective date

Interest rate for determining current liability and PBGC pre-
miums

The provision relating to the interest rate used to determine cur-
rent liability and PBGC premiums is generally effective for plan
years beginning after December 31, 2003. For purposes of applying
certain rules (“lookback rules”) to plan years beginning after De-
cember 31, 2003, the amendments made by the provision may be
applied as if they had been in effect for all years beginning before
the effective date. For purposes of the provision, “lookback rules”
means: (1) the rule under which a plan is not subject to the addi-
tional funding requirements for a plan year if the plan’s funded
current liability percentage was at least 90 percent for each of the
two immediately preceding plan years or each of the second and
third immediately preceding plan years; and (2) the rule under
which quarterly contributions are required for a plan year if the
plan’s funded current liability percentage was less than 100 per-
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cent for the preceding plan year. The amendments made by the
provision may be applied for purposes of the lookback rules, regard-
less of the funded current liability percentage reported for the plan
on the plan’s annual reports (i.e., Form 5500) for preceding years.

Interest rate used to apply benefit limits to lump sums

The provision relating to the interest rate used to apply the ben-
efit limits to certain forms of benefit is generally effective for plan
years beginning after December 31, 2003. Under a special rule, in
the case of a distribution made to a participant or beneficiary after
December 31, 2003, and before January 1, 2005, in a form of ben-
efit that is subject to the minimum value rules, such as a lump-
sum benefit, and that is subject to adjustment in applying the limit
on benefits payable under a defined benefit pension plan, the
amount payable may not, solely by reason of the provision, be less
than the amount that would have been payable if the amount pay-
able had been determined using the applicable interest rate in ef-
fect as of the last day of the last plan year beginning before Janu-
ary 1, 2004.

Alternative deficit reduction contribution for certain plans

The provision relating to alternative deficit reduction contribu-
tions is effective on the date of enactment (April 10, 2004).

B. Multiemployer Plan Funding Notices (sec. 103 of the Act
and secs. 101 and 502 of ERISA)

Present and Prior Law

Defined benefit plans are generally required to meet certain min-
imum funding rules. These rules are designed to help ensure that
such plans are adequately funded. Both single-employer plans and
multiemployer plans are subject to minimum funding require-
ments; however, the requirements for each type of plan differ in
various ways.

Similarly, the Pension Benefit Guaranty Corporation (“PBGC”)
insures certain benefits under both single-employer and multiem-
ployer defined benefit plans, but the rules relating to the guarantee
vary for each type of plan. In the case of multiemployer plans, the
PBGC guarantees against plan insolvency. Under its multiem-
ployer program, PBGC provides financial assistance through loans
to plans that are insolvent (that is, plans that are unable to pay
basic PBGC-guaranteed benefits when due).

Employers maintaining single-employer defined benefit plans are
required to provide certain notices to plan participants relating to
the funding status of the plan. For example, ERISA requires an
employer of a single-employer defined benefit plan to notify plan
participants if the employer fails to make required contributions
(unless a request for a funding waiver is pending).153 In addition,
in the case of an underfunded plan for which variable rate PBGC
premiums are required, the plan administrator generally must no-
tify plan participants of the plan’s funding status and the limits on

153 ERISA sec. 101(d).
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the PBGC benefit guarantee if the plan terminates while under-
funded.154

Reasons for Change 155

The Congress believed that participants in multiemployer plans
should be furnished with information about the plan’s funded sta-
tus and the limitations on the guarantee of benefits by the PBGC,
including the circumstances in which the guarantee would come
into effect. The Congress also believed that such participants
should be provided with information about the value of the plan’s
assets and the amount of benefit payments as well as the rules
governing insolvent multiemployer plans. Requiring administrators
of multiemployer plans to provide participants with annual notices
regarding plan funding will help keep participants in multiem-
ployer plans adequately informed about their retirement benefits.

Explanation of Provision

In general

The Act requires the administrator of a defined benefit plan
which is a multiemployer plan to provide an annual funding notice
to: (1) each participant and beneficiary; (2) each labor organization
representing such participants or beneficiaries; (3) each employer
that has an obligation to contribute under the plan; and (4) the
PBGC.

Such a notice must include: (1) identifying information, including
the name of the plan, the address and phone number of the plan
administrator and the plan’s principal administrative officer, each
plan sponsor’s employer identification number, and the plan identi-
fication number; (2) a statement as to whether the plan’s funded
current liability percentage for the plan year to which the notice
relates is at least 100 percent (and if not, a statement of the per-
centage); (3) a statement of the value of the plan’s assets, the
amount of benefit payments, and the ratio of the assets to the pay-
ments for the plan year to which the report relates; (4) a summary
of the rules governing insolvent multiemployer plans, including the
limitations on benefit payments and any potential benefit reduc-
tions and suspensions (and the potential effects of such limitations,
reductions, and suspensions on the plan); (5) a general description
of the benefits under the plan which are eligible to be guaranteed
by the PBGC and the limitations of the guarantee and cir-
cumstances in which such limitations apply; and (6) any additional
information which the plan administrator elects to include to the
extent it is not inconsistent with regulations prescribed by the Sec-
retary of Labor.

The annual funding notice must be provided no later than two
months after the deadline (including extensions) for filing the
plan’s annual report for the plan year to which the notice relates.
The funding notice must be provided in a form and manner pre-

154 ERISA sec. 4011. Multiemployer plans are not required to pay variable rate premiums.

155 These reasons for change were included for a substantially similar provision in S. 2424,
the “National Employee Savings and Trust Equity Guarantee Act,” which was reported by the
Senate Committee on Finance on May 14, 2004 (S. Rep. No. 108-266), subsequent to the enact-
ment of Pub. L. No. 108-218.
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scribed in regulations by the Secretary of Labor. Additionally, it
must be written so as to be understood by the average plan partici-
pant and may be provided in written, electronic, or some other ap-
propriate form to the extent that it is reasonably accessible to per-
sons to whom the notice is required to be provided.

The Secretary of Labor is directed to issue regulations (including
a model notice) necessary to implement the provision no later than
one year after the date of enactment.

Sanction for failure to provide notice

In the case of a failure to provide the annual multiemployer plan
funding notice, the Secretary of Labor may assess a civil penalty
against a plan administrator of up to $100 per day for each failure
to provide a notice. For this purpose, each violation with respect to
a single participant or beneficiary is treated as a separate viola-
tion.

Effective Date

The provision is effective for plan years beginning after Decem-
ber 31, 2004.

C. Election for Deferral of Charge for Portion of Net Experi-
ence Loss of Multiemployer Plans (sec. 104 of the Act, sec.
302(b)(7) of ERISA, and sec. 412(b)(7) of the Code)

Present and Prior Law

General funding requirements

The Code and ERISA impose minimum funding requirements
with respect to defined benefit plans.156 Under the minimum fund-
ing rules, the amount of contributions required for a plan year is
generally the plan’s normal cost for the year (i.e., the cost of bene-
fits allocated to the year under the plan’s funding method) plus
that year’s portion of other liabilities that are amortized over a pe-
riod of years, such as benefits resulting from a grant of past service
credit.157 A plan’s normal cost and other liabilities must be deter-
mined under an actuarial cost method permissible under the Code
and ERISA.

Funding standard account

As an administrative aid in the application of the funding re-
quirements, a defined benefit plan is required to maintain a special
account called a “funding standard account” to which specified
charges and credits (including credits for contributions to the plan),
plus interest, are made for each plan year. If, as of the close of a
plan year, the account reflects credits equal to or in excess of
charges, the plan is generally treated as meeting the minimum
funding standard for the year. Thus, as a general rule, the min-
imum contribution for a plan year is determined as the amount by

156 Code sec. 412; ERISA sec. 302.

157Under special funding rules (referred to as the “deficit reduction contribution” rules), an
additional contribution may be required to a single-employer plan if the plan’s funded current
liability percentage is less than 90 percent. The deficit reduction contribution rules do not apply
to multiemployer plans.
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which the charges to the account would exceed credits to the ac-
count if no contribution were made to the plan. If, as of the close
of the plan year, charges to the funding standard account exceed
credits to the account, then the excess is referred to as an “accumu-
lated funding deficiency.” 158

Experience gains and losses

In determining plan funding under an actuarial cost method, a
plan’s actuary generally makes certain assumptions regarding the
future experience of a plan. These assumptions typically involve
rates of interest, mortality, disability, salary increases, and other
factors affecting the value of assets and liabilities, such as in-
creases or decreases in asset values. The actuarial assumptions are
required to be reasonable and may be subject to other restrictions.
If, on the basis of these assumptions, the contributions made to the
plan result in actual unfunded liabilities that are less than those
anticipated by the actuary, then the excess is an experience gain.
If the actual unfunded liabilities are greater than those antici-
pated, then the difference is an experience loss.

If a plan has a net experience gain, the funding standard account
is credited with the amount needed to amortize the net experience
gain over a certain period. If a plan has a net experience loss, the
funding standard account is charged with the amount needed to
amortize the net experience loss over a certain period. In the case
of a multiemployer plan, the amortization period for net experience
gains and losses is 15 years.

Funding waivers

Within limits, the IRS is permitted to waive all or a portion of
the contributions required under the minimum funding standard
for a plan year.159 A waiver may be granted if the employer (or em-
ployers) responsible for the contribution could not make the re-
quired contribution without temporary substantial business hard-
ship and if requiring the contribution would be adverse to the in-
terests of plan participants in the aggregate. In the case of a multi-
employer plan, no more than five waivers may be granted within
any period of 15 consecutive plan years.

If a funding waiver is in effect for a plan, subject to certain ex-
ceptions, no plan amendment may be adopted that increases the li-
abilities of the plan by reason of any increase in benefits, any
change in the accrual of benefits, or any change in the rate at
which benefits vest under the plan.

Excise tax

An employer is generally subject to an excise tax if it fails to
make minimum required contributions and fails to obtain a waiver
from the IRS.160 The excise tax is 10 percent of the amount of the
funding deficiency (five percent in the case of a multiemployer

158 n addition to the funding standard account, a reconciliation account is sometimes used to
balance certain items for purposes of reporting actuarial information about the plan on the
plan’s annual report (Schedule B of Form 5500).

159 Sec. 412(d).

160 Sec. 4971.
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plan). In addition, a tax of 100 percent may be imposed if the fund-
ing deficiency is not corrected within a certain period.

Explanation of Provision

The Act allows the plan sponsor of an eligible multiemployer
plan to elect to defer certain charges to the funding standard ac-
count that would otherwise be made to the plan’s funding standard
account for a plan year beginning after June 30, 2003, and before
July 1, 2005. The charges may be deferred to any plan year se-
lected by the plan sponsor from either of the two plan years imme-
diately succeeding the plan year for which the charge would other-
wise be made. An election may be made with respect to up to 80
percent of the charge to the funding standard account attributable
to the amortization of a net experience loss for the first plan year
beginning after December 31, 2001. An election is to be made at
such time and in such manner as the Secretary of the Treasury
prescribes. For the plan year to which a charge is deferred under
the plan sponsor’s election, the funding standard account is re-
quired to be charged with interest at the short-term Federal rate
on the deferred charge for the period of the deferral.

An eligible multiemployer plan is a multiemployer plan: (1) that,
for the first plan year beginning after December 31, 2001, had an
actual net investment loss of at least 10 percent of the average fair
market value of plan assets during the plan year; and (2) with re-
spect to which the plan’s enrolled actuary certifies that (not taking
into account the deferral of charges under the provision and based
on the actuarial assumptions used for the last plan year before
date of enactment of the provision), the plan is projected to have
an accumulated funding deficiency for any plan year beginning
after June 30, 2003, and before July 1, 2006. In addition, a plan
is not treated as an eligible multiemployer plan if: (1) for any tax-
able year beginning during the ten-year period preceding the first
plan year for which an election is made under the provision, any
employer required to contribute to the plan failed to timely pay an
excise tax imposed on the plan for failure to make required con-
tributions; (2) for any plan year beginning after June 30, 1993, and
before the first plan year for which an election is made under the
provision, the average contribution required to be made to the plan
by all employers does not exceed 10 cents per hour, or no employer
is required to make contributions to the plan; or (3) with respect
to any plan year beginning after June 30, 1993, and before the first
plan year for which an election is made under the provision, a
funding waiver or extension of an amortization period was granted
to the plan.

Certain plan amendments may not be adopted during the period
for which a charge is deferred. This restriction applies to an
amendment that increases the liabilities of the plan by reason of
any increase in benefits, any change in the accrual of benefits, or
any change in the rate at which benefits vest under the plan. The
restriction applies unless: (1) the plan’s enrolled actuary certifies
(in such form and manner as prescribed by the Secretary of the
Treasury) that the amendment provides for an increase in annual
contributions that will exceed the increase in annual charges to the
funding standard account attributable to such amendment; or (2)
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the amendment is required by a collective bargaining agreement
that is in effect on the date of enactment of the provision. If a plan
is amended in violation of the provision, an election under the pro-
vision does not apply to any plan year ending on or after the date
on which the amendment is adopted.

If a plan sponsor elects to defer charges attributable to a net ex-
perience loss, the plan administrator must provide written notice
of the election within 30 days to participants and beneficiaries, to
each labor organization representing participants and beneficiaries,
to each employer that has an obligation to contribute under the
plan, and to the PBGC. The notice must include: (1) the amount
of the charges to be deferred under the election and the period of
the deferral; and (2) the maximum guaranteed monthly benefits
that the PBGC would pay if the plan terminated while under-
funded. If a plan administrator fails to comply with the notice re-
quirement, the Secretary of Labor may assess a civil penalty of not
more than $1,000 a day for each violation.

Effective Date

The provision is effective on the date of enactment (April 10,
2004).



II. OTHER PROVISIONS

A. Two-Year Extension of Transition Rule to Pension Fund-
ing Requirements for Interstate Bus Company (sec. 201 of
the Act, and sec. 769(c) of the Retirement Protection Act
of 1994 (as added by sec. 1508 of the Taxpayer Relief Act
of 1997))

Present and Prior Law

Defined benefit pension plans are required to meet certain min-
imum funding rules. In some cases, additional contributions are re-
quired if a single-employer defined benefit pension plan is under-
funded. Additional contributions generally are not required in the
case of a plan with a funded current liability percentage of at least
90 percent. A plan’s funded current liability percentage is the value
of plan assets as a percentage of current liability. In general, a
plan’s current liability means all liabilities to employees and their
beneficiaries under the plan. In the case of a plan with a funded
current liability percentage of less than 100 percent for the pre-
ceding plan year, estimated contributions for the current plan year
must be made in quarterly installments during the current plan

ear.

The PBGC insures benefits under most single-employer defined
benefit pension plans in the event the plan is terminated with in-
sufficient assets to pay for plan benefits. The PBGC is funded in
part by a flat-rate premium per plan participant, and a variable
rate premium based on the amount of unfunded vested benefits
under the plan. A specified interest rate and a specified mortality
table apply in determining unfunded vested benefits for this pur-
pose.

A special rule modifies the minimum funding requirements in
the case of certain plans. The special rule applies in the case of
plans that (1) were not required to pay a variable rate PBGC pre-
mium for the plan year beginning in 1996, (2) do not, in plan years
beginning after 1995 and before 2009, merge with another plan
(other than a plan sponsored by an employer that was a member
of the controlled group of the employer in 1996), and (3) are spon-
sored by a company that is engaged primarily in interurban or
interstate passenger bus service.

The special rule generally treats a plan to which it applies as
having a funded current liability percentage of at least 90 percent
for plan years beginning after 1996 and before 2005 if for such plan
year the funded current liability percentage is at least 85 percent.
If the funded current liability of the plan is less than 85 percent
for any plan year beginning after 1996 and before 2005, the relief
from the minimum funding requirements generally applies only if
certain specified contributions are made.

(91)
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For plan years beginning after 2004 and before 2010, the funded
current liability percentage generally will be deemed to be at least
90 percent if the actual funded current liability percentage is at
least at certain specified levels. The relief from the minimum fund-
ing requirements generally applies for a plan year beginning in
2005, 2006, 2007, or 2008 only if contributions to the plan for the
plan year equal at least the expected increase in current liability
due to benefits accruing during the plan year.

Under prior law, the special rule did not include a provision ap-
plicable specifically for plan years beginning in 2004 and 2005.

Reasons for Change 161

The Congress believed that the special funding rules for plans
maintained by certain interstate bus companies were enacted be-
cause the generally applicable funding rules required greater con-
tributions for such plans than were warranted give the special
characteristics of such plans. In particular, these plans are closed
to new participants and have demonstrated mortality significantly
greater than that predicted under mortality tables that the plans
would otherwise be required to use for minimum funding purposes.
The Congress believed that it was appropriate to provide an exten-
sion of the special minimum funding rules for these plans for two
years.

Explanation of Provision

The Act temporarily modifies the special funding rules for plans
sponsored by a company engaged primarily in interurban or inter-
state passenger bus service by providing that, for plan years begin-
ning in 2004 and 2005, the funded current liability percentage of
the plan will be treated as at least 90 percent for purposes of deter-
mining the amount of required contributions (100 percent for pur-
poses of determining whether quarterly contributions are required).
As a result, for these years, additional contributions and quarterly
contributions are not required with respect to the plan. In addition,
for these years, the mortality table used under the plan is used in
determining the amount of unfunded vested benefits under the
plan for purposes of calculating PBGC variable rate premiums.

Effective Date

The provision effective for plan years beginning after December
31, 2003.

B. Procedures Applicable to Disputes Involving Pension
Plan Withdrawal Liability (sec. 202 of the Act and sec.
4221 of ERISA)

Present and Prior Law

Under ERISA, when an employer withdraws from a multiem-
ployer plan, the employer is generally liable for its share of un-

161 These reasons for change were included for an identical provision in S. 2424, the “National
Employee Savings and Trust Equity Guarantee Act,” which was reported by the Senate Com-
mittee on Finance on May 14, 2004 (S. Rep. No. 108-266), subsequent to the enactment of Pub.
L. No. 108-218.
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funded vested benefits, determined as of the date of withdrawal
(generally referred to as the “withdrawal liability”). Whether and
when a withdrawal has occurred and the amount of the withdrawal
liability is determined by the plan sponsor. The plan sponsor’s as-
sessment of withdrawal liability is presumed correct unless the em-
ployer shows by a preponderance of the evidence that the plan
sponsor’s determination of withdrawal liability was unreasonable
or clearly erroneous. A similar standard applies in the event the
amount of the plan’s unfunded vested benefits is challenged.

The first payment of withdrawal liability determined by the plan
sponsor is generally due no later than 60 days after demand, even
if the employer contests the determination of liability. Disputes be-
tween an employer and plan sponsor concerning withdrawal liabil-
ity are resolved through arbitration, which can be initiated by ei-
ther party. Even if the employer contests the determination, pay-
ments of withdrawal liability must be made by the employer until
the arbitrator issues a final decision with respect to the determina-
tion submitted for arbitration.

For purposes of withdrawal liability, all trades or businesses
under common control are treated as a single employer. In addi-
tion, the plan sponsor may disregard a transaction in order to as-
sess withdrawal liability if the sponsor determines that the prin-
cipal purpose of the transaction was to avoid or evade withdrawal
liability. For example, if a subsidiary of a parent company is sold
and the subsidiary then withdraws from a multiemployer plan, the
plan sponsor may assess withdrawal liability as if the subsidiary
were still part of the parent company’s controlled group if the spon-
sor determines that a principal purpose of the sale of the sub-
sidiary was to evade or avoid withdrawal liability.

Explanation of Provision

Under the Act, a special rule may apply if a transaction is dis-
regarded by a plan sponsor in determining that a withdrawal has
occurred or that an employer is liable for withdrawal liability. If
the transaction that is disregarded by the plan sponsor occurred
before January 1, 1999, and at least five years before the date of
the withdrawal, then (1) the determination by the plan sponsor
that a principal purpose of the transaction was to evade or avoid
withdrawal liability is not be presumed to be correct, (2) the plan
sponsor, rather than the employer, has the burden to establish, by
a preponderance of the evidence, the elements of the claim that a
principal purpose of the transaction was to evade or avoid with-
drawal liability, and (3) if an employer contests the plan sponsor’s
determination through an arbitration proceeding, or through a
claim brought in a court of competent jurisdiction, the employer is
not obligated to make any withdrawal liability payments until a
final decision in the arbitration proceeding, or in court, upholds the
plan sponsor’s determination. The Act does not modify the burden
of establishing other elements of a claim for withdrawal liability
other than whether the purpose of the transaction was to evade or
avoid withdrawal liability.
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Effective Date

The provision applies to an employer that receives a notification
of withdrawal liability and demand for payment under ERISA sec-
tion 4219(b)(1) after October 31, 2003.

C. Sense of Congress Regarding Defined Benefit Pension
System Reform (sec. 203 of the Act)

Prior Law

No provision.

Explanation of Provision

Under the Act, it is the sense of the Congress that the Congress
must ensure the financial health of the defined benefit pension sys-
tem by working to promptly implement: (1) a permanent replace-
ment for the discount rate used for defined benefit pension plan
calculations; and (2) comprehensive funding reforms for all defined
benefit pension plans aimed at achieving accurate and sound pen-
sion plan funding to enhance retirement security for workers who
rely on defined benefit pension plan benefits, to reduce the vola-
tility of contributions, to provide plan sponsors with predictability
for plan contributions, and to ensure adequate disclosures for plan
participants in the case of underfunded plans.

Effective Date

The provision is effective on the date of enactment (April 10,
2004).

D. Extension of Provision Permitting Qualified Transfers of
Excess Pension Assets to Retiree Health Accounts (sec. 204
of the Act, sec. 420 of the Code, and secs. 101, 403, and 408
of ERISA)

Present and Prior Law

Defined benefit plan assets generally may not revert to an em-
ployer prior to termination of the plan and satisfaction of all plan
liabilities. In addition, a reversion may occur only if the plan so
provides. A reversion prior to plan termination may constitute a
prohibited transaction and may result in plan disqualification. Any
assets that revert to the employer upon plan termination are
includible in the gross income of the employer and subject to an ex-
cise tax. The excise tax rate is 20 percent if the employer main-
tains a replacement plan or makes certain benefit increases in con-
nection with the termination; if not, the excise tax rate is 50 per-
cent. Upon plan termination, the accrued benefits of all plan par-
ticipants are required to be 100-percent vested.

A pension plan may provide medical benefits to retired employ-
ees through a separate account that is part of such plan. A quali-
fied transfer of excess assets of a defined benefit plan to such a
separate account within the plan may be made in order to fund re-
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tiree health benefits.162 A qualified transfer does not result in plan
disqualification, is not a prohibited transaction, and is not treated
as a reversion. Thus, transferred assets are not includible in the
gross income of the employer and are not subject to the excise tax
on reversions. No more than one qualified transfer may be made
in any taxable year. A qualified transfer can be made only from a
single-employer plan.

Excess assets generally means the excess, if any, of the value of
the plan’s assets!63 over the greater of (1) the accrued liability
under the plan (including normal cost) or (2) 125 percent of the
plan’s current liability.164 In addition, excess assets transferred in
a qualified transfer may not exceed the amount reasonably esti-
mated to be the amount that the employer will pay out of such ac-
count during the taxable year of the transfer for qualified current
retiree health liabilities. No deduction is allowed to the employer
for (1) a qualified transfer or (2) the payment of qualified current
retiree health liabilities out of transferred funds (and any income
thereon).

Transferred assets (and any income thereon) must be used to pay
qualified current retiree health liabilities for the taxable year of the
transfer. Transferred amounts generally must benefit pension plan
participants, other than key employees, who are entitled upon re-
tirement to receive retiree medical benefits through the separate
account. Retiree health benefits of key employees may not be paid
out of transferred assets.

Amounts not used to pay qualified current retiree health liabil-
ities for the taxable year of the transfer are to be returned to the
general assets of the plan. These amounts are not includible in the
gross income of the employer, but are treated as an employer rever-
sion and are subject to a 20-percent excise tax.

In order for the transfer to be qualified, accrued retirement bene-
fits under the pension plan generally must be 100-percent vested
as if the plan terminated immediately before the transfer (or in the
case of a participant who separated in the one-year period ending
on the date of the transfer, immediately before the separation).

In order for a transfer to be qualified, the employer generally
must maintain retiree health benefits at the same level for the tax-
able year of the transfer and the following four years.

In addition, the ERISA provides that, at least 60 days before the
date of a qualified transfer, the employer must notify the Secretary
of Labor, the Secretary of the Treasury, employee representatives,
and the plan administrator of the transfer, and the plan adminis-
trator must notify each plan participant and beneficiary of the
transfer.165

162 Sec. 420.

163 The value of plan assets for this purpose is the lesser of fair market value or actuarial
value.

1641n the case of plan years beginning before January 1, 2004, excess assets generally means
the excess, if any, of the value of the plan’s assets over the greater of (1) the lesser of (a) the
accrued liability under the plan (including normal cost) or (b) 170 percent of the plan’s current
liability (for 2003), or (2) 125 percent of the plan’s current liability. The current liability full
funding limit was repealed for years beginning after 2003. Under the general sunset provision
of EGTRRA, the limit is reinstated for years after 2010.

165 ERISA sec. 101(e). ERISA also provides that a qualified transfer is not a prohibited trans-
action under ERISA or a prohibited reversion.
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Under prior law, no qualified transfer could be made after De-
cember 31, 2005.

Reasons for Change 166

The Congress believed it was appropriate to extend the ability of
employers to transfer assets set aside for pension benefits to a sec-
tion 401(h) account for retiree health benefits as long as the secu-
rity of employees’ pension benefits is not thereby threatened.

Explanation of Provision

The Act allows qualified transfers of excess defined benefit plan
assets through December 31, 2013.

Effective Date

The provision is effective on the date of enactment (April 10,
2004).

E. Repeal of Reduction of Deductions for Mutual Life Insur-
ance Companies (sec. 205 of the Act and sec. 809 of the
Code)

Present and Prior Law

In general, a corporation may not deduct amounts distributed to
shareholders with respect to the corporation’s stock. The Deficit Re-
duction Act of 1984 added a provision to the rules governing insur-
ance companies that was intended to remedy the failure of prior
law to distinguish between amounts returned by mutual life insur-
ance companies to policyholders as customers, and amounts distrib-
uted to them as owners of the mutual company.

Under the provision, section 809, a mutual life insurance com-
pany is required to reduce its deduction for policyholder dividends
by the company’s differential earnings amount. If the company’s
differential earnings amount exceeds the amount of its deductible
policyholder dividends, the company is required to reduce its de-
duction for changes in its reserves by the excess of its differential
earnings amount over the amount of its deductible policyholder
dividends. The differential earnings amount is the product of the
differential earnings rate and the average equity base of a mutual
life insurance company.

The differential earnings rate is based on the difference between
the average earnings rate of the 50 largest stock life insurance
companies and the earnings rate of all mutual life insurance com-
panies. The mutual earnings rate applied under the provision is
the rate for the second calendar year preceding the calendar year
in which the taxable year begins. The differential earnings rate
cannot be a negative number.

166 The reasons for change were included for an identical provision in S. 2424, the “National
Employee Savings and Trust Equity Guarantee Act,” which was reported by the Senate Com-
mittee on Finance on May 14, 2004 (S. Rep. No. 108-266), subsequent to the enactment of Pub.
L. No. 108-218. See also, H.R. 2896, the “American Jobs Creation Act of 2003,” which was re-
ported by the House Committee on Ways and Means on November 21, 2003 (H.R. Rep. No. 108—
393).
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A company’s equity base equals the sum of: (1) its surplus and
capital increased by 50 percent of the amount of any provision for
policyholder dividends payable in the following taxable year; (2) the
amount of its nonadmitted financial assets; (3) the excess of its
statutory reserves over its tax reserves; and (4) the amount of any
mandatory security valuation reserves, deficiency reserves, and vol-
untary reserves. A company’s average equity base is the average of
the company’s equity base at the end of the taxable year and its
equity base at the end of the preceding taxable year.

A recomputation or “true-up” in the succeeding year is required
if the differential earnings amount for the taxable year either ex-
ceeds, or is less than, the recomputed differential earnings amount.
The recomputed differential earnings amount is calculated taking
into account the average mutual earnings rate for the calendar
year (rather than the second preceding calendar year, as above).
The amount of the true-up for any taxable year is added to, or de-
ducted from, the mutual company’s income for the succeeding tax-
able year.

For taxable years beginning in 2001, 2002, or 2003, the differen-
tial earnings amount is treated as zero for purposes of computing
both the differential earnings amount and the recomputed differen-
tial earnings amount (true-up).

Explanation of Provision

The Act repeals the rule requiring reduction in certain deduc-
tions of a mutual life insurance company (section 809).

Effective Date

The provision is effective for taxable years beginning after
December 31, 2004. Thus, for taxable years beginning in 2003, the
differential earnings amount is treated as zero; for taxable years
beginning in 2004, this rule does not apply and section 809 is in
effect (including the true-up applicable with respect to taxable
years beginning in 2004).

F. Modify Qualification Rules for Tax-Exempt Property and
Casualty Insurance Companies (sec. 206 of the Act and
secs. 501 and 831 of the Code)

Present and Prior Law

A property and casualty insurance company generally is subject
to tax on its taxable income (sec. 831(a)). The taxable income of a
property and casualty insurance company is determined as the sum
of its underwriting income and investment income (as well as gains
and other income items), reduced by allowable deductions (sec.
832).

A property and casualty insurance company is eligible to be ex-
empt from Federal income tax if its net written premiums or direct
written premiums (whichever is greater) for the taxable year do not
exceed $350,000 (sec. 501(c)(15)).

A property and casualty insurance company may elect to be
taxed only on taxable investment income if its net written pre-
miums or direct written premiums (whichever is greater) for the
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taxaﬁl;z year exceed $350,000, but do not exceed $1.2 million (sec.
831(b)).

For purposes of determining the amount of a company’s net writ-
ten premiums or direct written premiums under these rules, pre-
miums received by all members of a controlled group of corpora-
tions of which the company is a part are taken into account. For
this purpose, a more-than-50-percent threshhold applies under the
vote and value requirements with respect to stock ownership for
determining a controlled group, and rules treating a life insurance
company as part of a separate controlled group or as an excluded
member of a group do not apply (secs. 501(c)(15), 831(b)(2)(B) and
1563).

Reasons for Change 167

The Congress became aware of abuses in the area of tax-exempt
insurance companies. Considerable media attention has focused on
the inappropriate use of tax-exempt insurance companies to shelter
investment income.168 It is believed that the use of these organiza-
tions as vehicles for sheltering income was never contemplated by
Congress. The proliferation of these organizations as a means to
avoid tax on income, sometimes on large investment portfolios, is
inconsistent with the original narrow scope of the provision, which
has been in the tax law for decades. The Congress believed it is
necessary to limit the availability of tax-exempt status under the
provision so that it cannot be abused as a tax shelter. To that end,
the Act applies a gross receipts test and requires that premiums
received for the taxable year be greater than 50 percent of gross
receipts.

The Act correspondingly expands the availability of the present-
law election of a property and casualty insurer to be taxed only on
taxable investment income to companies with premiums below
$350,000. This provision of present law provides a relatively simple
tax calculation for small property and casualty insurers, and be-
cause the election results in the taxation of investment income, the
Congress does not believe that it is abused to avoid tax on invest-
ment income. Thus, the bill provides that a company whose net
written premiums (or if greater, direct written premiums) do not
exceed $1.2 million (without regard to the $350,000 threshhold of
present law) is eligible for the simplification benefit of this election.

Explanation of Provision

The Act modifies the requirements for a property and casualty
insurance company to be eligible for tax-exempt status, and to elect
to be taxed only on taxable investment income.

Under the Act, a property and casualty insurance company is eli-
gible to be exempt from Federal income tax if (a) its gross receipts
for the taxable year do not exceed $600,000, and (b) the premiums

167The reasons for change were included for a substantially similar provision in S. 2424, the
“National Employee Savings and Trust Equity Guarantee Act,” which was reported by the Sen-
ate Committee on Finance on May 14, 2004 (S. Rep. No. 108-266), subsequent to the enactment
of Pub. L. No. 108-218.

168 See David Cay Johnston, Insurance Loophole Helps Rich, N.Y. Times, April 1, 2003; David
Cay Johnston, Tiny Insurers Face Scrutiny as Tax Shields, N.Y. Times, April 4, 2003, at C1;
Janet Novack, Are You a Chump?, Forbes, March 5, 2001.
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received for the taxable year are greater than 50 percent of its
gross receipts. For purposes of determining these amounts,
amounts received by all members of a controlled group of corpora-
tions of which the company is a part are taken into account. The
Act expands the present-law controlled group rule so that it also
takes into account foreign and tax-exempt corporations.

A company that does not meet the definition of an insurance
company is not eligible to be exempt from Federal income tax
under the Act. For this purpose, the term “insurance company”
means any company, more than half of the business of which dur-
ing the taxable year is the issuing of insurance or annuity con-
tracts or the reinsuring of risks underwritten by insurance compa-
nies (sec. 816(a) and new sec. 831(c)). A company whose investment
activities outweigh its insurance activities is not considered to be
an insurance company for this purpose.169 It is intended that IRS
enforcement activities address the misuse of present-law section
501(c)(15).

The Act also provides that a property and casualty insurance
company may elect to be taxed only on taxable investment income
if its net written premiums or direct written premiums (whichever
is greater) do not exceed $1.2 million (without regard to whether
such premiums exceed $350,000) (sec. 831(b)). For purposes of de-
termining the amount of a company’s net written premiums or di-
rect written premiums under this rule, premiums received by all
members of a controlled group of corporations (as defined in section
831(b)) of which the company is a part are taken into account.

It is intended that regulations or other Treasury guidance pro-
vide for anti-abuse rules so as to prevent improper use of the provi-
sion, including, for example, by attempts to characterize as pre-
miums any income that is other than premium income.

Under the Act, an additional special rule provides that a mutual
property and casualty insurance company is eligible to be exempt
from Federal income tax under the provision if (a) its gross receipts
for the taxable year do not exceed 8?150,000, and (b) the premiums
received for the taxable year are greater than 35 percent of its
gross receipts, provided certain requirements are met. The require-
ments are that no employee of the company or member of the em-
ployee’s family is an employee of another company that is exempt
from tax under section 501(c)(15) (or that would be exempt but for
this rule). The limitation to mutual companies and the limitation
on employees are intended to address the conferees’ concern about
the inappropriate use of tax-exempt insurance companies to shelter
investment income, including in the case of companies with gross
receipts under $150,000. For example, it is intended that the provi-
sion not permit the use of small companies with common owners
or employees to shelter investment income for the benefit of such
owners or employees.

Effective Date

The provision generally is effective for taxable years beginning
after December 31, 2003.

169 See, e.g., Inter-American Life Insurance Co. v. Comm’r, 56 T.C. 497, aff'd per curiam, 469
F.2d 697 (9th Cir. 1972).
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Under the provision, a special transition rule applies with re-
spect to certain companies. This transition rule applies in the case
of a company that, (1) for its taxable year that includes April 1,
2004, meets the requirements of present-law section 501(c)(15)(A)
(as in effect for the taxable year beginning before January 1, 2004),
and (2) on April 1, 2004, is in a receivership, liquidation or similar
proceeding under the supervision of a State court. Under the tran-
sition rule, in the case of such a company, the general rule of the
provision applies to taxable years beginning after the earlier of (1)
the date the proceeding ends, or (2) December 31, 2007.

For such a company, the limitations on the carryover of net oper-
ating losses to or from years in which the company was not subject
to tax (including section 831(b)(3)) continue to apply. A company
that is not otherwise eligible for tax-exempt status under present-
law section 501(c)(15) (e.g., a company that is or becomes a life in-
surance company, or a company with net (or, if greater, direct)
written premiums exceeding $350,000 for the taxable year) is not
eligible for the transition rule.

G. Definition of Insurance Company for Property and Insur-
ance Company Tax Rules (sec. 206 of the Act and sec. 831
of the Code)

Present and Prior Law

Specific rules are provided for taxation of the life insurance com-
pany taxable income of a life insurance company (sec. 801), and for
taxation of the taxable income of an insurance company other than
a life insurance company (sec. 831) (generally referred to as a prop-
erty and casualty insurance company). For Federal income tax pur-
poses, a life insurance company means an insurance company that
is engaged in the business of issuing life insurance and annuity
contracts, or noncancellable health and accident insurance con-
tracts, and that meets a 50-percent test with respect to its reserves
(sec. 816(a)). This statutory provision applicable to life insurance
companies explicitly defines the term “insurance company” to mean
any company, more than half of the business of which during the
taxable year is the issuing of insurance or annuity contracts or the
reir1(51)1;ring of risks underwritten by insurance companies (sec.
816(a)).

The life insurance company statutory definition of an insurance
company does not explicitly apply to property and casualty insur-
ance companies, although a long-standing Treasury regulation 170
that is applied to property and casualty companies provides a
somewhat similar definition of an “insurance company” based on
the company’s “primary and predominant business activity.” 171

170The Treasury regulation provides that “the term ‘insurance company’ means a company
whose primary and predominant business activity during the taxable year is the issuing of in-
surance or annuity contracts or the reinsuring of risks underwritten by insurance companies.
Thus, though its name, charter powers, and subjection to State insurance laws are significant
in determining the business which a company is authorized and intends to carry on, it is the
character of the business actually done in the taxable year which determines whether a com-
pany is taxable as an insurance company under the Internal Revenue Code.” Treas. Reg. sec.
1.801-3(a)(1).

171 Court cases involving a determination of whether a company is an insurance company for
Federal tax purposes have examined all of the business and other activities of the company. In
considering whether a company is an insurance company for such purposes, courts have consid-
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When enacting the statutory definition of a life insurance com-
pany in 1984, Congress stated, “[bly requiring [that] more than
half rather than the ‘primary and predominant business activity’ be
insurance activity, the bill adopts a stricter and more precise
standard for a company to be taxed as a life insurance company
than does the general regulatory definition of an insurance com-
pany applicable for both life and nonlife insurance companies . . .
Whether more than half of the business activity is related to the
issuing of insurance or annuity contracts will depend on the facts
and circumstances and factors to be considered will include the rel-
ative distribution of the number of employees assigned to, the
amount of space allocated to, and the net income derived from, the
various business activities.” 172

Reasons for Change 173

The Congress believed that the law will be made clearer and
more exact and tax administration will be improved by conforming
the definition of an insurance company for purposes of the property
and casualty insurance tax rules to the existing statutory definition
of an insurance company under the life insurance company tax
rules. Further, the Congress expected that IRS enforcement activi-
ties to prevent abuse of the provision relating to tax-exempt insur-
ance companies will be simplified and improved by this provision
of the Act.

Explanation of Provision

The Act provides that, for purposes of determining whether a
company is a property and casualty insurance company, the term
“insurance company” is defined to mean any company, more than
half of the business of which during the taxable year is the issuing
of insurance or annuity contracts or the reinsuring of risks under-
written by insurance companies. Thus, the Act conforms the defini-
tion of an insurance company for purposes of the rules taxing prop-
erty and casualty insurance companies to the rules taxing life in-
surance companies, so that the definition is uniform. The Act

ered, among other factors, the amount and source of income received by the company from its
different activities. See Bowers v. Lawyers Mortgage Co., 285 U.S. 182 (1932); United States v.
Home Title Insurance Co., 285 U.S. 191 (1932). See also Inter-American Life Insurance Co. v.
Comm’r, 56 T.C. 497, affd per curiam, 469 F.2d 697 (9th Cir. 1972), in which the court con-
cluded that the company was not an insurance company: “The . . . financial data clearly indi-
cates that petitioner’s primary and predominant source of income was from its investments and
not from issuing insurance contracts or reinsuring risks underwritten by insurance companies.
During each of the years in issue, petitioner’s investment income far exceeded its premiums and
the amounts of earned premiums were de minimis during those years. It is equally as clear that
petitioner’s primary and predominant efforts were not expended in issuing insurance contracts
or in reinsurance. Of the relatively few policies directly written by petitioner, nearly all were
issued to [family members]. Also, Investment Life, in which [family members] each owned a sub-
stantial stock interest, was the source of nearly all of the policies reinsured by petitioner. These
facts, coupled with the fact that petitioner did not maintain an active sales staff soliciting or
selling insurance policies . . ., indicate a lack of concentrated effort on petitioner’s behalf toward
its chartered purpose of engaging in the insurance business. . . . For the above reasons, we hold
that during the years in issue, petitioner was not ‘an insurance company . . . engaged in the
business of issuing life insurance’ and hence, that petitioner was not a life insurance company
within the meaning of section 801.” 56 T.C. 497, 507—-508.

172H.R. Rep. No. 98-432, part 2, at 1402-1403 (1984); S. Prt. No. 98-169, vol. I, at 525-526
(1984); see also H.R. Rep. No. 98-861 at 1043—-1044 (1985) (Conference Report).

173 The reasons for change were included for an identical provision in S. 2424, the “National
Employee Savings and Trust Equity Guarantee Act,” which was reported by the Senate Com-
mittee on Finance on May 14, 2004 (S. Rep. No. 108-266), subsequent to the enactment of Pub.
L. No. 108-218.
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adopts a stricter and more precise standard than the “primary and
predominant business activity” test contained in Treasury Regula-
tions. A company whose investment activities outweigh its insur-
ance activities is not considered to be an insurance company under
the Act.174 It is not intended that a company whose sole activity
is the run-off of risks under the company’s insurance contracts be
treated as a company other than an insurance company, even if the
company has little or no premium income.

Effective Date

The provision applies to taxable years beginning after December
31, 2003.

174 See Inter-American Life Insurance Co. v. Comm’r, supra.
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ACT OF 2004, PART II (PUBLIC LAW 108-224) 175

A. Extension of Highway Trust Fund and Aquatic Resources
Trust Fund Expenditure Authority (sec. 10 of the Act)

Prior Law

Under prior law, the Internal Revenue Code (sec. 9503) author-
ized expenditures (subject to appropriations) to be made from the
Highway Trust Fund through April 30, 2004, for purposes provided
in specified authorizing legislation as in effect on the date of enact-
ment of the most recent authorizing Act (the Surface Transpor-
tation Extension Act of 2004).

Under prior law, expenditures also were authorized from the
Aquatic Resources Trust Fund through April 30, 2004.

Highway Trust Fund spending is limited by anti-deficit provi-
sions internal to the Highway Trust Fund, the so-called “Harry
Byrd rule”. The rule requires the Treasury Department to deter-
mine, on a quarterly basis, the amount (if any) by which unfunded
highway authorizations exceed projected net Highway Trust Fund
tax receipts for the 24-month period beginning at the close of each
fiscal year (sec. 9503(d)). Similar rules apply to unfunded Mass
Transit Account authorizations. If unfunded authorizations exceed
projected 24-month receipts, apportionments to the States for speci-
fied programs funded by the relevant Trust Fund Account are to
be reduced proportionately. Because of the Harry Byrd rule, taxes
dedicated to the Highway Trust Fund typically are scheduled to ex-
pire at least two years after current authorizing Acts.

The Surface Transportation Extension Act of 2003, created a
temporary rule (through February 29, 2004) for purposes of the
anti-deficit provisions of the Highway Trust Fund. For purposes of
determining 24 months of projected revenues for the anti-deficit
provisions, the Secretary of the Treasury is instructed to treat each
expiring provision relating to appropriations and transfers to the
Highway Trust Fund to have been extended through the end of the
24-month period and to assume that the rate of tax during such 24-
month period remains the same as the rate in effect on the date
of enactment of that Act. The Surface Transportation Extension
Act of 2004 extended this rule through April 30, 2004.

175 H.R. 4219. The House passed the bill on the suspension calendar on April 28, 2004. The
Senate passed the bill by unanimous consent on April 29, 2004. The President signed the bill
on April 30, 2004.
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Explanation of Provision 176

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through June 30,
2004. The Act also updates the Highway Trust Fund cross ref-
erences to authorizing legislation to include expenditure purposes
in this Act and prior authorizing legislation as in effect on the date
of enactment. For purposes of the anti-deficit provisions of the
Highway Trust Fund, the Act extends the temporary rule through
June 30, 2004.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
June 30, 2004. The Act also updates the Aquatics Resources Trust
Fund cross references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Effective Date

The provision is effective on the date of enactment (April 30,
2004).

176 The expiration dates described herein were subsequently extended by the Surface Trans-
portation Extension Act of 2004, Part III; the Surface Transportation Extension Act of 2004,
Part IV; and the Surface Transportation Extension Act of 2004, Part V, described in Part
Twelve, Part Thirteen, and Part Fourteen, respectively.



PART TWELVE: SURFACE TRANSPORTATION EXTENSION
ACT OF 2004, PART III (PUBLIC LAW 108-263) 177

A. Extension of Highway Trust Fund and Aquatic Resources
Trust Fund Expenditure Authority (sec. 10 of the Act)

Prior Law

Under prior law, the Internal Revenue Code (sec. 9503) author-
ized expenditures (subject to appropriations) to be made from the
Highway Trust Fund through June 30, 2004, for purposes provided
in specified authorizing legislation as in effect on the date of enact-
ment of the most recent authorizing Act (the Surface Transpor-
tation Extension Act of 2004, Part II).

Under prior law, expenditures also were authorized from the
Aquatic Resources Trust Fund through June 30, 2004.

Highway Trust Fund spending is limited by anti-deficit provi-
sions internal to the Highway Trust Fund, the so-called “Harry
Byrd rule”. The rule requires the Treasury Department to deter-
mine, on a quarterly basis, the amount (if any) by which unfunded
highway authorizations exceed projected net Highway Trust Fund
tax receipts for the 24-month period beginning at the close of each
fiscal year (sec. 9503(d)). Similar rules apply to unfunded Mass
Transit Account authorizations. If unfunded authorizations exceed
projected 24-month receipts, apportionments to the States for speci-
fied programs funded by the relevant Trust Fund Account are to
be reduced proportionately. Because of the Harry Byrd rule, taxes
dedicated to the Highway Trust Fund typically are scheduled to ex-
pire at least two years after current authorizing Acts.

The Surface Transportation Extension Act of 2003, created a
temporary rule (through February 29, 2004) for purposes of the
anti-deficit provisions of the Highway Trust Fund. For purposes of
determining 24 months of projected revenues for the anti-deficit
provisions, the Secretary of the Treasury is instructed to treat each
expiring provision relating to appropriations and transfers to the
Highway Trust Fund to have been extended through the end of the
24-month period and to assume that the rate of tax during such 24-
month period remains the same as the rate in effect on the date
of enactment of that Act. The Surface Transportation Extension
Act of 2004 extended this rule through April 30, 2004. The Surface
Transportation Extension Act of 2004, Part II, extended this rule
through June 30, 2004.

177H.R. 4635. The House passed the bill on the suspension calendar on June 23, 2004. The
Senate passed the bill by unanimous consent on June 23, 2004. The President signed the bill
on June 30, 2004.
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Explanation of Provision 178

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through July 31,
2004. The Act also updates the Highway Trust Fund cross ref-
erences to authorizing legislation to include expenditure purposes
in this Act and prior authorizing legislation as in effect on the date
of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through July 31, 2004.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
July 31, 2004. The Act also updates the Aquatics Resources Trust
Fund cross references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Effective Date

The provision is effective on the date of enactment (June 30,
2004).

178 The expiration dates described herein were subsequently extended by the Surface Trans-
portation Extension Act of 2004, Part IV; and the Surface Transportation Extension Act of 2004,
Part V, described in Part Thirteen, and Part Fourteen, respectively.



PART THIRTEEN: SURFACE TRANSPORTATION EXTEN-
SION ACT OF 2004, PART IV (PUBLIC LAW 108-280) 179

A. Extension of Highway Trust Fund and Aquatic Resources
Trust Fund Expenditure Authority (sec. 10 of the Act)

Prior Law

Under prior law, the Internal Revenue Code (sec. 9503) author-
ized expenditures (subject to appropriations) to be made from the
Highway Trust Fund through July 31, 2004, for purposes provided
in specified authorizing legislation as in effect on the date of enact-
ment of the most recent authorizing Act (the Surface Transpor-
tation Extension Act of 2004, Part III).

Under prior law, expenditures also were authorized from the
Aquatic Resources Trust Fund through July 31, 2004.

Highway Trust Fund spending is limited by anti-deficit provi-
sions internal to the Highway Trust Fund, the so-called “Harry
Byrd rule”. The rule requires the Treasury Department to deter-
mine, on a quarterly basis, the amount (if any) by which unfunded
highway authorizations exceed projected net Highway Trust Fund
tax receipts for the 24-month period beginning at the close of each
fiscal year (sec. 9503(d)). Similar rules apply to unfunded Mass
Transit Account authorizations. If unfunded authorizations exceed
projected 24-month receipts, apportionments to the States for speci-
fied programs funded by the relevant Trust Fund Account are to
be reduced proportionately. Because of the Harry Byrd rule, taxes
dedicated to the Highway Trust Fund typically are scheduled to ex-
pire at least two years after current authorizing Acts.

The Surface Transportation Extension Act of 2003, created a
temporary rule (through February 29, 2004) for purposes of the
anti-deficit provisions of the Highway Trust Fund. For purposes of
determining 24 months of projected revenues for the anti-deficit
provisions, the Secretary of the Treasury is instructed to treat each
expiring provision relating to appropriations and transfers to the
Highway Trust Fund to have been extended through the end of the
24-month period and to assume that the rate of tax during such 24-
month period remains the same as the rate in effect on the date
of enactment of that Act. The Surface Transportation Extension
Act of 2004 extended this rule through April 30, 2004. The Surface
Transportation Extension Act of 2004, Part II, extended this rule
through June 30, 2004. The Surface Transportation Extension Act
of 2004, Part III, extended this rule through July 31, 2004.

179H.R. 4916. The House passed the bill by unanimous consent on July 22, 2004. The Senate
passed the bill without amendment by unanimous consent on July 22, 2004. The President
signed the bill on July 30, 2004.
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Explanation of Provision 159

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through September
30, 2004. Core highway programs are authorized through Sep-
tember 24, 2004. The term “core highway program” means any pro-
gram (other than any program carried out by the National High-
way Traffic Safety Administration and any program carried out by
the Federal Motor Carrier Administration) funded by the Highway
Trust fund (other than the Mass Transit Account). The Act also up-
dates the Highway Trust Fund cross references to authorizing leg-
islation to include expenditure purposes in this Act and prior au-
thorizing legislation as in effect on the date of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through September 30,
2004.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
September 30, 2004. The Act also updates the Aquatics Resources
Trust Fund cross references to authorizing legislation to include ex-
penditure purposes as in effect on the date of enactment of this
Act.

Effective Date

The provision is effective on the date of enactment (July 30,
2004).

180 The expiration dates described herein were subsequently extended by the Surface Trans-
portation Extension Act of 2004, Part V, described in Part Fourteen.



PART FOURTEEN: SURFACE TRANSPORTATION EXTEN-
SION ACT OF 2004, PART V (PUBLIC LAW 108-310) 181

A. Extension of Highway Trust Fund and Aquatic Resources
Trust Fund Expenditure Authority (sec. 13 of the Act)

Present and Prior Law

Expenditure authority

Under prior law, the Internal Revenue Code (sec. 9503) author-
ized expenditures (subject to appropriations) to be made from the
Highway Trust Fund generally through September 30, 2004, for
purposes provided in specified authorizing legislation as in effect on
the date of enactment of the most recent authorizing Act (the Sur-
face Transportation Extension Act of 2004, Part IV).182

Under prior law, expenditures also were authorized from the
Aquatic Resources Trust Fund through September 30, 2004.

Highway Trust Fund spending is limited by anti-deficit provi-
sions internal to the Highway Trust Fund, the so-called “Harry
Byrd rule”. The rule requires the Treasury Department to deter-
mine, on a quarterly basis, the amount (if any) by which unfunded
highway authorizations exceed projected net Highway Trust Fund
tax receipts for the 24-month period beginning at the close of each
fiscal year (sec. 9503(d)). Similar rules apply to unfunded Mass
Transit Account authorizations. If unfunded authorizations exceed
projected 24-month receipts, apportionments to the States for speci-
fied programs funded by the relevant Trust Fund Account are to
be reduced proportionately. Because of the Harry Byrd rule, taxes
dedicated to the Highway Trust Fund typically are scheduled to ex-
pire at least two years after current authorizing Acts.

The Surface Transportation Extension Act of 2003, created a
temporary rule (through February 29, 2004) for purposes of the
anti-deficit provisions of the Highway Trust Fund. For purposes of
determining 24 months of projected revenues for the anti-deficit
provisions, the Secretary of the Treasury is instructed to treat each
expiring provision relating to appropriations and transfers to the
Highway Trust Fund to have been extended through the end of the
24-month period and to assume that the rate of tax during such 24-
month period remains the same as the rate in effect on the date
of enactment of that Act. The Surface Transportation Extension
Act of 2004 extended this rule through April 30, 2004. The Surface
Transportation Extension Act of 2004, Part II, extended this rule

!81H.R. 5183. The House passed the bill on September 30, 2004. The Senate passed the bill
without amendment by unanimous consent on September 30 2004. The President signed the
bill on September 30, 2004.

182 Core hlghway programs were authorized through September 24, 2004. The term “core high-
way program” means any program (other than any program carried out by the National High-
way Traffic Safety Administration and any program carried out by the Federal Motor Carrier
Administration) funded by the Highway Trust fund (other than the Mass Transit Account).
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through June 30, 2004. The Surface Transportation Extension Act
of 2004, Part III, extended this rule through July 31, 2004. The
Surface Transportation Extension Act of 2004, Part IV, extended
this rule through September 30, 2004.

Alcohol fuel taxes

In general, 18.3 cents per gallon of the gasoline excise tax is de-
posited in the Highway Trust Fund and 0.1 cent per gallon is de-
posited in the Leaking Underground Storage Tank Trust Fund (the
“LUST” rate). Under prior law, in the case of gasohol with respect
to which a reduced excise tax is paid,183 2.5 cents per gallon of the
reduced tax was retained in the General Fund. The balance of the
reduced rate (less the LUST rate) was deposited in the Highway
Trust Fund. Also under prior law, of the reduced tax rate on gaso-
line to be blended into an alcohol fuel, 2.8 cents per gallon of the
reduced tax was retained in the General Fund. The balance of the
reduced rate (less the LUST rate) was deposited in the Highway
Trust Fund.

Explanation of Provision

Expenditure authority

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through May 31,
2005. The Act also updates the Highway Trust Fund cross ref-
erences to authorizing legislation to include expenditure purposes
in this Act and prior authorizing legislation as in effect on the date
of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through May 31, 2005.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
May 31, 2005. The Act also updates the Aquatics Resources Trust
Fund cross references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

All alcohol fuel taxes transferred to Highway Trust Fund for
FY 2004

For the period beginning October 1, 2003, through September 30,
2004, the Act authorizes the transfer to the Highway Trust Fund
of the 2.5 and 2.8 cents per gallon of tax imposed on alcohol fuels
that had been retained by the General Fund.

Effective Date

The provisions relating to expenditure authority are effective on
the date of enactment (September 30, 2004). The provision relating
to the transfer of alcohol fuel taxes to the Highway Trust Fund is
effective for taxes imposed after September 30, 2003.

183 For example, under prior law, a 10 percent ethanol/gasoline blend was taxed at 13.2 cents
per gallon. Gasoline for use in producing gasohol consisting of 10 percent ethanol was taxed at
14.666 cents per gallon.



PART FIFTEEN: WORKING FAMILIES TAX RELIEF ACT
OF 2004 (PUBLIC LAW 108-311) 184

I. EXTENSION OF CERTAIN EXPIRING PROVISIONS

A. Extension of the Child Tax Credit, Acceleration of
Refundability of the Child Tax Credit and Treatment of
Combat Pay as Earned Income for Purposes of the Child
Tax Credit and Earned Income Credit (secs. 101-104 of the
Act and sec. 24 and 32 of the Code)

Present and Prior Law

In general

For 2004, an individual may claim a $1,000 tax credit for each
qualifying child under the age of 17. In general, a qualifying child
is an individual for whom the taxpayer can claim a dependency ex-
emption and who is the taxpayer’s son or daughter (or descendent
of either), stepson or stepdaughter (or descendent of either), or eli-
gible foster child.

The child tax credit is scheduled to revert to $700 in 2005, and
then, over several years, increase to $1,000.

Tdable 6, below, shows the scheduled amount of the child tax
credit.

Table 6.—Scheduled Amount of the Child Tax Credit

Credit
Taxable year amount per
child
20082004 .....ooiiiiiiiii e e $1,000
20052008 ....oiiiiiiiiiiiieiee e e e e e e e e 700
2009 <. e e 800
20T01 L e 1,000

1The credit reverts to $500 in taxable years beginning after December 31, 2010,
under the sunset provision of EGTRRA (the “Economic Growth and Tax Relief
Reconciliation Act of 2001,” Pub. L. No. 107-16).

The child tax credit is phased out for individuals with income
over certain thresholds. Specifically, the otherwise allowable child
tax credit is reduced by $50 for each $1,000 (or fraction thereof) of
modified adjusted gross income over $75,000 for single individuals

184 H R. 1308. The House passed the bill on the suspension calendar on March 19, 2003. The
Senate passed the bill, as amended, on June 5, 2003. The House passed the bill with a further
amendment on June 12, 2003. The conference report was filed on September 23, 2004 (H.R. Rep.
No. 108-696). The conference report passed the House on September 23, 2004, and passed the
Senate on September 23, 2004. The President signed the bill on October 4, 2004.
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or heads of households, $110,000 for married individuals filing joint
returns, and $55,000 for married individuals filing separate re-
turns.185 The length of the phase-out range depends on the number
of qualifying children. For example, the phase-out range for a sin-
gle individual with one qualifying child is between $75,000 and
$95,000 of modified adjusted gross income. The phase-out range for
a single individual with two qualifying children is between $75,000
and $115,000.

The amount of the tax credit and the phase-out ranges are not
adjusted annually for inflation.

Refundability

For 2004, the child credit is refundable to the extent of 10 per-
cent of the taxpayer’s taxable earned income (which is taken into
account in determining taxable income) in excess of $10,750.186 The
percentage is increased to 15 percent for taxable years 2005 and
thereafter. Families with three or more children are allowed a re-
fundable credit for the amount by which the taxpayer’s social secu-
rity taxes exceed the taxpayer’s earned income credit, if that
amount is greater than the refundable credit based on the tax-
payer’s taxable earned income in excess of $10,750 (for 2004). The
refundable portion of the child credit does not constitute income
and is not treated as resources for purposes of determining eligi-
bility or the amount or nature of benefits or assistance under any
Federal program or any State or local program financed with Fed-
eral funds. For taxable years beginning after December 31, 2010,
the sunset provision of EGTRRA applies to the 15-percent rule for
allowing refundable child credits.

Alternative minimum tax liability

The child credit is allowed against the individual’s regular in-
come tax and alternative minimum tax. For taxable years begin-
ning after December 31, 2010, the sunset provision of EGTRRA ap-
plies to the rules allowing the child credit against the alternative
minimum tax.

Explanation of Provision

In general

The Act increases the child credit to $1,000 for taxable years
2005-2009. Therefore, the maximum child tax credit is $1,000 per
child for taxable years 2005-2010. All modifications to the child
credit under the Act are subject to the sunset provision of
EGTRRA.187

185 Modified adjusted gross income is the taxpayer’s total gross income plus certain amounts
excluded from gross income (i.e., excluded income of U.S. citizens or residents living abroad (sec.
911); residents of Guam, American Samoa, and the Northern Mariana Islands (sec 931); and
residents of Puerto Rico (sec. 933)).

186 The $10,750 amount is indexed for inflation.

187The credit reverts to $500 in taxable years beginning after December 31, 2010, under the
sunset provision of EGTRRA.
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Refundability

The Act accelerates to 2004 the increase in refundability of the
child credit to 15 percent of the taxpayer’s earned income in excess
of $10,750 (with indexing).

Combat pay treated as earned income

The Act provides that combat pay that is otherwise excluded
from gross income under section 112 is treated as earned income
which is taken into account in computing taxable income for pur-
poses of calculating the refundable portion of the child credit.

The Act provides that any taxpayer may elect to treat combat
pay that is otherwise excluded from gross income under section 112
as earned income for purposes of the earned income credit. This
election is available with respect to any taxable year ending after
the date of enactment and before January 1, 2006.

Effective Dates

The provision generally applies to taxable years beginning after
December 31, 2004. The provision relating to the acceleration of the
refundability of the child credit applies to taxable years beginning
after December 31, 2003. The provision relating to the treatment
of combat pay as earned income for purposes of the child credit is
effective for taxable years beginning after December 31, 2003. The
earned income credit election is effective for taxable years ending
after the date of enactment (October 4, 2004) and before January
1, 2006.

B. Extend Marriage Penalty Relief (sec. 101 of the Act and
secs. 1 and 63 of the Code)

1. Standard deduction marriage penalty relief (sec. 63 of the
Code)

Present and Prior Law

Marriage penalty

A married couple generally is treated as one tax unit that must
pay tax on the couple’s total taxable income. Although married cou-
ples may elect to file separate returns, the rate schedules and other
provisions are structured so that filing separate returns usually re-
sults in a higher tax than filing a joint return. Other rate sched-
ules apply to single persons and to single heads of households.

A “marriage penalty” exists when the combined tax liability of a
married couple filing a joint return is greater than the sum of the
tax liabilities of each individual computed as if they were not mar-
ried. A “marriage bonus” exists when the combined tax liability of
a married couple filing a joint return is less than the sum of the
tax liabilities of each individual computed as if they were not mar-
ried.

Basic standard deduction

Taxpayers who do not itemize deductions may choose the basic
standard deduction (and additional standard deductions, if applica-
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ble),188 which is subtracted from adjusted gross income (“AGI”) in
arriving at taxable income. The size of the basic standard deduc-
tion varies according to filing status and is adjusted annually for
inflation.18? In general, two unmarried individuals have standard
deductions whose sum exceeds the standard deduction for a mar-
ried couple filing a joint return. EGTRRA increased the basic
standard deduction for a married couple filing a joint return, pro-
viding for a phase-in of the increase until the basic standard deduc-
tion for a married couple filing a joint return equaled twice the
basic standard deduction for an unmarried individual filing a sin-
gle return by 2009.19° The Jobs and Growth Tax Relief Reconcili-
ation Act of 2003 (“JGTRRA”) accelerated the phase-in, providing
that the basic standard deduction for a married couple filing a joint
return equaled twice the basic standard deduction for an unmar-
ried individual filing a single return for 2003 and 2004, reverting
to the phase-in schedule provided by EGTRAA for 2005-2009.

Table 7, below, shows the standard deduction for married couples
filing a joint return as a percentage of the standard deduction for
single individuals.

Table 7.—Amount of the Basic Standard Deduction for
Married Couples Filing Joint Returns

Standard deduction for
married couples filing
joint returns as percent-
age of standard deduction
for unmarried individual

Taxable year

returns
2003=2004 ..o 200
2005 i 174
20006 .oiiiieeee e 184
2007 e e e e 187
2008 e e eaae 190
2009 and 20101 ... 200

1The basic standard deduction increases are repealed for taxable years begin-
ning after December 31, 2010, under the sunset provision of EGTRRA.

Explanation of Provision

The Act increases the basic standard deduction amount for joint
returns to twice the basic standard deduction amount for single re-
turns effective for 2005-2008. Therefore, the basic standard deduc-
tion for joint returns is twice the basic standard deduction for sin-
gle returns for taxable years 2005-2010. All modifications to the

188 Additional standard deductions are allowed with respect to any individual who is elderly
(age 65 or over) or blind.

189 For 2004 the basic standard deduction amounts are: (1) $4,850 for unmarried individuals;
(2) $9,700 for married individuals filing a joint return; (3) $7,150 for heads of households; and
(4) $4,850 for married individuals filing separately.

190The basic standard deduction for a married taxpayer filing separately will continue to
equal one-half of the basic standard deduction for a married couple filing jointly; thus, the basic
standard deduction for unmarried individuals filing a single return and for married couples fil-
ing separately will be the same after the phase-in period.
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basic standard deduction under the Act are subject to the sunset
provision of EGTRRA.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2004.

2. Increase the size of the 15-percent rate bracket for mar-
ried couples filing joint returns (sec. 1 of the Code)

Present and Prior Law

In general

Under the Federal individual income tax system, an individual
who is a citizen or resident of the United States generally is subject
to tax on worldwide taxable income. Taxable income is total gross
income less certain exclusions, exemptions, and deductions. An in-
dividual may claim either a standard deduction or itemized deduc-
tions.

An individual’s income tax liability is determined by computing
his or her regular income tax liability and, if applicable, alternative
minimum tax liability.

Regular income tax liability

Regular income tax liability is determined by applying the reg-
ular income tax rate schedules (or tax tables) to the individual’s
taxable income and then is reduced by any applicable tax credits.
The regular income tax rate schedules are divided into several
ranges of income, known as income brackets, and the marginal tax
rate increases as the individual’s income increases. The income
bracket amounts are adjusted annually for inflation. Separate rate
schedules apply based on filing status: single individuals (other
than heads of households and surviving spouses), heads of house-
holds, married individuals filing joint returns (including surviving
spouses), married individuals filing separate returns, and estates
and trusts. Lower rates may apply to capital gains.

In general, the bracket breakpoints for single individuals are ap-
proximately 60 percent of the rate bracket breakpoints for married
couples filing joint returns.19l The rate bracket breakpoints for
married individuals filing separate returns are exactly one-half of
the rate brackets for married individuals filing joint returns. A sep-
arate, compressed rate schedule applies to estates and trusts.

15-percent regular income tax rate bracket

EGTRRA increased the size of the 15-percent regular income tax
rate bracket for a married couple filing a joint return to twice the
size of the corresponding rate bracket for a single individual filing
a single return, phasing in the increase over four years, beginning
in 2005. JGTRRA accelerated these increases, making the size of
the 15-percent regular income tax rate bracket for a married couple
filing a joint return equal to twice the size of the corresponding
rate bracket for a single individual filing a single return for taxable

191 Under present law, the rate bracket breakpoint for the 35-percent marginal tax rate is the
same for single individuals and married couples filing joint returns.
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years beginning in 2003 and 2004. For taxable years beginning
after 2004, the applicable percentages will revert to those provided
by EGTRRA. Table 8, below, shows the size of the 15-percent
bracket.

Table 8.—Size of the 15-Percent Rate Bracket for Married
Couples Filing Joint Returns

End point of 15-percent
rate bracket for married
couples filing joint re-
Taxable year turns as percentage of
end point of 15-percent
rate bracket for unmar-
ried individual

2003-2004 .......cooviiiiii 200
2005 ..o 180
2006 ..o 187
2007 i 193
2008 and 201071 .....ccoeciiriiiiiee 200

1The increases in the 15-percent rate bracket for married couples filing a joint
return are repealed for taxable years beginning after December 31, 2010, under
the sunset provision of EGTRRA.

Explanation of Provision

The Act increases the size of the 15-percent rate bracket for joint
returns to twice the size of the corresponding rate bracket for sin-
gle returns effective for 2005—2007. Therefore, the size of the 15-
percent rate bracket for joint returns is twice the size of the cor-
responding rate bracket for single returns for taxable years 2005—
2010. The modification to the 15-percent rate bracket under the Act
is subject to the sunset provision of EGTRRA.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2004.

C. Extend Size of 10-Percent Rate Bracket for Individuals
(sec. 103 of the Act and sec. 1 of the Code)

Present and Prior Law

In general

Under the Federal individual income tax system, an individual
who is a citizen or a resident of the United States generally is sub-
ject to tax on worldwide taxable income. Taxable income is total
gross income less certain exclusions, exemptions, and deductions.
An individual may claim either a standard deduction or itemized
deductions.

An individual’s income tax liability is determined by computing
his or her regular income tax liability and, if applicable, alternative
minimum tax liability.
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Regular income tax liability

Regular income tax liability is determined by applying the reg-
ular income tax rate schedules (or tax tables) to the individual’s
taxable income. This tax liability is then reduced by any applicable
tax credits. The regular income tax rate schedules are divided into
several ranges of income, known as income brackets, and the mar-
ginal tax rate increases as the individual’s income increases. The
income bracket amounts are adjusted annually for inflation. Sepa-
rate rate schedules apply based on filing status: single individuals
(other than heads of households and surviving spouses), heads of
households, married individuals filing joint returns (including sur-
viving spouses), married individuals filing separate returns, and es-
tates and trusts. Lower rates may apply to capital gains.

Ten-percent regular income tax rate

EGTRRA created a new 10-percent rate that applied to the first
$6,000 of taxable income for single individuals, $10,000 of taxable
income for heads of households, and $12,000 for married couples
filing joint returns, and provided a scheduled increase effective be-
ginning in 2008 under which the $6,000 amount would increase to
$7,000 and the $12,000 amount would increase to $14,000, with
such amounts adjusted annually for inflation for taxable years be-
ginning after December 31, 2008. JGTRRA accelerated the sched-
uled increases to 2003 and 2004 (with indexing). For 2004, the size
of the 10-percent bracket for single individuals is $7,150 ($14,300
for married individuals filing a joint return). For 2005-2010, the
size of the 10-percent bracket reverts to the levels provided under
EGTRRA. Thus the amounts drop to $6,000 for single individuals,
$10,000 for heads of households and $12,000 for married individ-
uals filing a joint return) for 2005—2007. In 2008, the amounts will
increase to $7,000 ($14,000 for married individuals filing a joint re-
turn). These amounts ($7,000 for single individuals, $10,000 for
heads of households and $14,000 for married individuals) are ad-
justed annually for inflation for taxable years beginning after De-
cember 31, 2008. The 10-percent rate bracket will expire for tax-
able years beginning after December 31, 2010, under the sunset
provision of EGTRRA.

Explanation of Provision

The Act extends the size of the 10-percent rate bracket through
2010. Specifically, the size of the 10-percent rate bracket for 2005
through 2010 is set at the 2003 level ($7,000 for single individuals,
$10,000 for heads of households and $14,000 for married individ-
uals) with annual indexing from 2003. The modifications to the 10-

percent rate bracket under the Act are subject to the sunset provi-
sion of EGTRRA.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2004.
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D. Extend Alternative Minimum Tax Exemption for
Individuals (sec. 104 of the Act and sec. 55 of the Code)

Present and Prior Law

The alternative minimum tax is the amount by which the ten-
tative minimum tax exceeds the regular income tax. An individ-
ual’s tentative minimum tax is the sum of (1) 26 percent of so
much of the taxable excess as does not exceed $175,000 ($87,500
in the case of a married individual filing a separate return) and (2)
28 percent of the remaining taxable excess. The taxable excess is
so much of the alternative minimum taxable income (“AMTI”) as
exceeds the exemption amount. The maximum tax rates on net cap-
ital gain and dividends used in computing the regular tax are used
in computing the tentative minimum tax. AMTI is the individual’s
taxable income adjusted to take account of specified preferences
and adjustments.

Under prior law, the exemption amounts were: (1) $45,000
($58,000 for taxable years beginning before 2005) in the case of
married individuals filing a joint return and surviving spouses; (2)
$33,750 ($40,250 for taxable years beginning before 2005) in the
case of other unmarried individuals; (3) $22,500 ($29,000 for tax-
able years beginning before 2005) in the case of married individ-
uals filing a separate return; and (4) $22,500 in the case of an es-
tate or trust. The exemption amounts are phased out by an amount
equal to 25 percent of the amount by which the individual’s AMTI
exceeds (1) $150,000 in the case of married individuals filing a joint
return and surviving spouses, (2) $112,500 in the case of other un-
married individuals, and (3) $75,000 in the case of married individ-
uals filing separate returns, an estate, or a trust. These amounts
are not indexed for inflation.

Explanation of Provision

The Act extends the increased AMT exemption amounts to tax-
able years beginning in 2005.

Effective Date

The provision applies to taxable years beginning after December
31, 2004.



II. UNIFORM DEFINITION OF CHILD

A. Establish Uniform Definition of a Qualifying Child (secs.
201-208 of the Act and secs. 2, 21, 24, 32, 151, and 152 of
the Code)

Present and Prior Law

In general

Present and prior law contains five commonly used provisions
that provide benefits to taxpayers with children: (1) the dependency
exemption; (2) the child credit; (3) the earned income credit; (4) the
dependent care credit; and (5) head of household filing status.
Under prior law, each provision had separate criteria for deter-
mining whether the taxpayer qualified for the applicable tax ben-
efit with respect to a particular child. The separate criteria in-
cluded factors such as the relationship (if any) the child must bear
to the taxpayer, the age of the child, and whether the child must
live with the taxpayer. Thus, with respect to the same individual,
a taxpayer was required to determine eligibility for each benefit
separately, and an individual who qualified a taxpayer for one pro-
vision did not automatically qualify the taxpayer for another provi-
sion.

Dependency exemption 192

In general

Under present and prior law, taxpayers are entitled to a personal
exemption deduction for the taxpayer, his or her spouse, and each
dependent. The deduction for personal exemptions is phased out for
taxpayers with incomes above certain thresholds.193

Under prior law, in general, a taxpayer was entitled to a depend-
ency exemption for an individual if the individual: (1) satisfied a
relationship test or was a member of the taxpayer’s household for
the entire taxable year; (2) satisfied a support test; (3) satisfied a
gross income test or was a child of the taxpayer under a certain
age; (4) was a citizen or resident of the U.S. or resident of Canada
or Mexico;194 and (5) did not file a joint return with his or her

192 Secs. 151 and 152. Under the prior-law statutory structure, section 151 provided for the
deduction for personal exemptions with respect to “dependents.” The term “dependent” was de-
fined in section 152. Most of the requirements regarding dependents were contained in section
152; section 151 contained additional requirements that had to be satisfied in order to obtain
a dependency exemption with respect to a dependent (as so defined). In particular, section 151
contained the gross income test, the rules relating to married dependents filing a joint return,
and the requirement for a taxpayer identification number. The other rules discussed here also
were contained in section 151.

193 Sec. 151(d)(3).

194 Under present and prior law, a legally adopted child who does not satisfy the residency
or citizenship requirement may nevertheless qualify as a dependent (provided other applicable
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spouse for the year.195 In addition, under present and prior law,
the taxpayer identification number of the individual must be in-
cluded on the taxpayer’s return.

Relationship or member of household test

Relationship test.—Under prior law, the relationship test was
satisfied if an individual was the taxpayer’s (1) son or daughter or
a descendant of either (e.g., grandchild or great-grandchild); (2)
stepson or stepdaughter; (3) brother or sister (including half broth-
er, half sister, stepbrother, or stepsister); (4) parent, grandparent,
or other direct ancestor (but not foster parent); (5) stepfather or
stepmother; (6) brother or sister of the taxpayer’s father or mother;
(7) son or daughter of the taxpayer’s brother or sister; or (8) the
taxpayer’s father-in-law, mother-in-law, son-in-law, daughter-in-
law, brother-in-law, or sister-in-law.

Under prior law, an adopted child (or a child who was a member
of the taxpayer’s household and who had been placed with the tax-
payer for adoption) was treated as a child of the taxpayer. Under
prior law, a foster child was treated as a child of the taxpayer if
the foster child was a member of the taxpayer’s household for the
entire taxable year.

Member of household test.—Under prior law, if the relationship
test was not satisfied, then the individual may have been consid-
ered the dependent of the taxpayer if the individual was a member
of the taxpayer’s household for the entire year. Thus, a taxpayer
may have been eligible to claim a dependency exemption with re-
spect to an unrelated child who lived with the taxpayer for the en-
tire year.

Under present and prior law, for the member of household test
to be satisfied, the taxpayer must both maintain the household and
occupy the household with the individual.196 A taxpayer or other
individual does not fail to be considered a member of a household
because of “temporary” absences due to special circumstances, in-
cluding absences due to illness, education, business, vacation, and
military service.197 Similarly, an individual does not fail to be con-
sidered a member of the taxpayer’s household due to a custody
agreement under which the individual is absent for less than six
months.198 Indefinite absences that last for more than the taxable
year may be considered “temporary.” For example, the IRS has
ruled that an elderly woman who was indefinitely confined to a
nursing home was temporarily absent from a taxpayer’s household.
Under the facts of the ruling, the woman had been an occupant of
the household before being confined to a nursing home, the confine-
ment had extended for several years, and it was possible that the
woman would die before becoming well enough to return to the tax-
payer’s household. There was no intent on the part of the taxpayer
or the woman to change her principal place of abode.19?

requirements are met) if (1) the child’s principal place of abode is the taxpayer’s home and (2)
the taxpayer is a citizen or national of the United States. Sec. 152(b)(3).
195This restriction did not apply if the return was filed solely to obtain a refund and no tax
lzia(?illaity would exist for either spouse if they filed separate returns. Rev. Rul. 54-567, 1954—
.B. 108.
196 Treas. Reg. sec. 1.152—1(b).
19714,

198 (.
199Rev. Rul. 66-28, 1966-1 C.B. 31.
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Support test

In general.—Under present and prior law, the support test is sat-
isfied if the taxpayer provides over one half of the support of the
individual for the taxable year. To determine whether a taxpayer
has provided more than one half of an individual’s support, the
amount the taxpayer contributed to the individual’s support is com-
pared with the entire amount of support the individual received
from all sources, including the individual’s own funds.200 Govern-
mental payments and subsidies (e.g., Temporary Assistance to
Needy Families, food stamps, and housing) generally are treated as
support provided by a third party. Expenses that are not directly
related to any one member of a household, such as the cost of food
for the household, must be divided among the members of the
household. If any person furnishes support in kind (e.g., in the
form of housing), then the fair market value of that support must
be determined.

Multiple support agreements.—In some cases, no one taxpayer
provides more than one half of the support of an individual. In-
stead, two or more taxpayers, each of whom would be able to claim
a dependency exemption but for the support test, together provide
more than one half of the individual’s support. If this occurs, under
prior law (and in cases under present law where support remains
relevant) the taxpayers may agree to designate that one of the tax-
payers who individually provides more than 10 percent of the indi-
vidual’s support can claim a dependency exemption for the child.
Each of the others must sign a written statement agreeing not to
claim the exemption for that year. The statements must be filed
with the income tax return of the taxpayer who claims the exemp-
tion.

Special rules for divorced or legally separated parents.—Under
present and prior law, special rules apply in the case of a child of
divorced or legally separated parents (or parents who live apart at
all times during the last six months of the year) who provide over
one half the child’s support during the calendar year.201 If such a
child is in the custody of one or both of the parents for more than
one half of the year, then the parent having custody for the greater
portion of the year is deemed to satisfy the support test; however,
the custodial parent may release the dependency exemption to the
noncustodial parent by filing a written declaration with the IRS.202
Special support rules also apply in the case of certain pre-1985
agreements between divorced or legally separated parents.

Gross income test

In general, under prior law (and in certain cases under present
law), an individual may not be claimed as a dependent of a tax-
payer if the individual has gross income that is at least equal to

200 Under present and prior law, in the case of a son, daughter, stepson, or stepdaughter of
the taxpayer who is a full-time student, scholarships are not taken into account for the support
test. Sec. 152(d) (prior to amendment by the Act).

201 For purposes of this rule, a “child” means a son, daughter, stepson, or stepdaughter (in-
cluding an adopted child or foster child, or child placed with the taxpayer for adoption). Sec.
152(e)(1)(A) (prior to amendment by the Act).

202 Sec. 152(e)(4) (prior to amendment by the Act).
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the personal exemption amount for the taxable year.203 Under
prior law, if the individual was the child of the taxpayer and under
age 19 (or under age 24, if a full-time student), the gross income
test did not apply.204 For purposes of this prior-law rule, a “child”
means a son, daughter, stepson, or stepdaughter (including an
adopted child of the taxpayer, a foster child who resides with the
taxpayer for the entire year, or a child placed with the taxpayer for
adoption by an authorized adoption agency).

Earned income credit 205

In general

In general, the earned income credit is a refundable credit for
low-income workers. The amount of the credit depends on the
earned income of the taxpayer and whether the taxpayer has one,
more than one, or no “qualifying children.” Under present and prior
law, in order to be a qualifying child for the earned income credit,
an individual must satisfy a relationship test, a residency test, and
an age test. In addition, the name, age, and taxpayer identification
number of the qualifying child must be included on the return.

Relationship test

Under prior law, an individual satisfied the relationship test
under the earned income credit if the individual was the tax-
payer’s: (1) son, daughter, stepson, or stepdaughter, or a descend-
ant of any such individual;296 (2) brother, sister, stepbrother, or
stepsister, or a descendant of any such individual, who the tax-
payer cared for as the taxpayer’s own child; or (3) eligible foster
child. An eligible foster child was an individual (1) who was placed
with the taxpayer by an authorized placement agency, and (2) who
the taxpayer cared for as her or his own child. Under present and
prior law, a married child of the taxpayer is not treated as meeting
the relationship test unless the taxpayer is entitled to a depend-
ency exemption with respect to the married child or would be enti-
tled to the exemption if the taxpayer had not waived the exemption
to the noncustodial parent.207

Residency test

Under present and prior law, the residency test is satisfied if the
individual has the same principal place of abode as the taxpayer
for more than one half of the taxable year. The residence must be
in the United States.208 Temporary absences due to special cir-
cumstances, including absences due to illness, education, business,

203 Certain income from sheltered workshops is not taken into account in determining the

ﬁros}s1 iIX?OI)ne of permanently and totally disabled individuals. Sec. 151(c)(5) (prior to amendment
y the Act).

204 Sec. 151(c). The IRS has issued guidance stating that for purposes of the dependency ex-
emption, an individual attains a specified age on the anniversary of the date that the child was
born (e.g., a child born on January 1, 1987, attains the age of 17 on January 1, 2004). Rev. Rul.
2003-72, 2003-33 L.R.B. 346.

205 Sec. 32.

206 A child who is legally adopted or placed with the taxpayer for adoption by an authorized
adoption agency is treated as the taxpayer’s own child. Sec. 32(c)(3)(B)(iv).

207 Sec. 32(c)(3)(B).

208 The principal place of abode of a member of the Armed Services is treated as in the United
States during any period during which the individual is stationed outside the United States on
active duty. Sec. 32(c)(4).
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vacation, and military service are not treated as absences for pur-
poses of determining whether the residency test is satisfied.20?
Under the earned income credit, there is no requirement that the
taxpayer maintain the household in which the taxpayer and the
qualifying individual reside.

Age test

Under present and prior law, in general, the age test is satisfied
if the individual has not attained age 19 as of the close of the cal-
endar year.210 In the case of a full-time student, the age test is sat-
isfied if the individual has not attained age 24 as of the close of
the calendar year. In the case of an individual who is permanently
and totally disabled, no age limit applies.

Child credit211

Taxpayers with incomes below certain amounts are eligible for a
child credit for each qualifying child of the taxpayer. The amount
of the child credit is up to $1,000, in the case of taxable years be-
ginning before 2011, and then declines to $500 in taxable year
2011.212 Under prior law, for purposes of this credit, a qualifying
child was an individual: (1) with respect to whom the taxpayer was
entitled to a dependency exemption for the year; (2) who satisfied
the same relationship test applicable to the earned income credit;
and (3) who had not attained age 17 as of the close of the calendar
year.213 In addition, under present and prior law, the child must
be a citizen or resident of the United States.214 A portion of the
child credit is refundable under certain circumstances.215

Dependent care credit216

Under prior law, the dependent care credit could be claimed by
a taxpayer who maintained a household that included one or more
qualifying individuals and who had employment-related expenses.
Under prior law, a qualifying individual included (1) a dependent
of the taxpayer under age 13 for whom the taxpayer was entitled
to a dependency exemption,217 (2) a dependent of the taxpayer who

209TRS Publication 596, Earned Income Credit (EIC), at 14. H.R. Rep. No. 101-964 (October
27, 1990), at 1037.

210 The IRS has issued guidance stating that for purposes of the earned income credit, an indi-
vidual attains a specified age on the anniversary of the date that the child was born (e.g., a
child born on January 1, 1987, attains the age of 17 on January 1, 2004). Rev. Rul. 2003-72,
2003-33 I.R.B. 346.

211 Sec. 24.

212EGTRRA, Pub. L. No. 107-16, sec. 901(a) (2001). Prior to enactment of the Act, the max-
imum credit was $700 for taxable years 2005-2008, and $800 for taxable years beginning in
2009

213The IRS has issued guidance stating that for purposes of the child credit, an individual
attains a specified age on the anniversary of the date that the child was born (e.g., a child born
?rﬁ E]I?,anuary 1, 1987, attains the age of 17 on January 1, 2004). Rev. Rul. 2003-72, 2003-33
.R.B. 346.

214Under present and prior law, the child credit does not apply with respect to a child who
is a resident of Canada or Mexico and is not a U.S. citizen, even if a dependency exemption
is available with respect to the child. Sec. 24(c)(2). The child credit is, however, available with
respect to a child dependent who is not a resident or citizen of the United States if: (1) the child
has been legally adopted by the taxpayer; (2) the child’s principal place of abode is the tax-
payer’s home; and (3) the taxpayer is a U.S. citizen or national. See sec. 24(c)(2) and sec.
152(b)(3).

215 Sec. 24(d).

216 Sec. 21.

217The IRS has issued guidance stating that for purposes of the dependent care credit, an
individual attains a specified age on the anniversary of the date that the child was born (e.g.,

Continued
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was physically or mentally incapable of caring for himself or her-
self,218 or (3) the spouse of the taxpayer, if the spouse was phys-
ically or mentally incapable of caring for himself or herself. In addi-
tion, under present and prior law, a taxpayer identification number
for the qualifying individual must be included on the return.

Under prior law, a taxpayer was considered to maintain a house-
hold for a period if over one half the cost of maintaining the house-
hold for the period was furnished by the taxpayer (or, if married,
the taxpayer and his or her spouse). Costs of maintaining the
household included expenses such as rent, mortgage interest (but
not principal), real estate taxes, insurance on the home, repairs
(but not home improvements), utilities, and food eaten in the home.

Under present and prior law, a special rule applies in the case
of a child who is under age 13 or is physically or mentally incapa-
ble of caring for himself or herself if the custodial parent has
waived his or her dependency exemption to the noncustodial par-
ent.219 For the dependent care credit, such a child is treated as a
qualifying individual with respect to the custodial parent, not the
parent entitled to claim the dependency exemption.

Head of household filing status 220

Under prior law, a taxpayer could claim head of household filing
status if the taxpayer was unmarried (and not a surviving spouse)
and paid more than one half of the cost of maintaining as his or
her home a household which was the principal place of abode for
more than one half of the year of (1) an unmarried son, daughter,
stepson or stepdaughter of the taxpayer or an unmarried descend-
ant of the taxpayer’s son or daughter, (2) an individual described
in (1) who is married, if the taxpayer may claim a dependency ex-
emption with respect to the individual (or could claim the exemp-
tion if the taxpayer had not waived the exemption to the noncusto-
dial parent), or (3) a relative with respect to whom the taxpayer
may claim a dependency exemption.221 Under present and prior
law, if certain other requirements are satisfied, head of household
filing status also may be claimed if the taxpayer is entitled to a de-
pendency exemption with respect to one of the taxpayer’s parents.

Reasons for Change 222

Prior law contained five commonly used provisions that provided
benefits to taxpayers with children: (1) the dependency exemption;
(2) the child credit; (3) the earned income credit; (4) the dependent
care credit; and (5) head of household filing status. Each provision
had separate criteria for determining whether the taxpayer quali-

a child born on January 1, 1987, attains the age of 17 on January 1, 2004). Rev. Rul. 2003—
72, 2003-33 L.R.B. 346.

218 Although such an individual must have been a dependent of the taxpayer as defined in
section 152, it was not required that the taxpayer be entitled to a dependency exemption with
respect to the individual under section 151. Thus, such an individual may have been a quali-
fying individual for purposes of the dependent care credit, even though the taxpayer was not
entitled to a dependency exemption because the individual did not meet the gross income test.

219 Sec. 21(e)(5).

220 Sec. 2(b).

221 Sec. 2(b)(1)(A)(ii), as qualified by sec. 2(b)(3)(B). An individual for whom the taxpayer is
entitled to claim a dependency exemption by reason of a multiple support agreement does not
qualify the taxpayer for head of household filing status.

222See S. 882, the “Tax Administration Good Government Act,” which was reported by the
Senate Committee on Finance on May 4, 2004 (S. Rep. No. 108-257).
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fied for the applicable tax benefit with respect to a particular child.
The separate criteria included factors such as the relationship (f
any) the child must bear to the taxpayer, the age of the child, and
whether the child must live with the taxpayer. Thus, a taxpayer
was required to apply different definitions to the same individual
when determining eligibility for these provisions, and an individual
who qualified a taxpayer for one provision did not automatically
qualify the taxpayer for another provision. The use of different
tests to determine whether a taxpayer may claim one or more of
these tax benefits with respect to a child caused complexity for tax-
payers and the IRS. The different tests relating to qualifying chil-
dren were a source of errors for taxpayers both because the rules
for each provision were different and because of the complexity of
particular rules. The variety of rules caused taxpayers inadvert-
ently to claim tax benefits for which they did not qualify, as well
as to fail to claim tax benefits for which they did qualify. Adopting
a uniform definition of qualifying child for five commonly used pro-
visions (the dependency exemption, the child credit, the earned in-
come credit, the dependent care credit, and head of household filing
status) achieves simplification by making it easier for taxpayers to
determine whether they qualify for the various tax benefits relating
to children, reduces inadvertent taxpayer errors arising from confu-
sion due to differing rules, and makes the applicable provisions
easier for the IRS to administer.

Explanation of Provision
In general

In general

The Act establishes a uniform definition of qualifying child for
purposes of the dependency exemption, the child credit, the earned
income credit, the dependent care credit, and head of household fil-
ing status. A taxpayer generally may claim an individual who does
not meet the uniform definition of qualifying child (with respect to
any taxpayer) as a dependent if the present-law dependency re-
quirements are satisfied. The Act generally does not modify other
parameters of each tax benefit (e.g., the earned income require-
ments of the earned income credit) or the rules for determining
whether individuals other than children of the taxpayer qualify for
each tax benefit.

Under the uniform definition, in general, a child is a qualifying
child of a taxpayer if the child satisfies each of three tests: (1) the
child has the same principal place of abode as the taxpayer for
more than one half the taxable year; (2) the child has a specified
relationship to the taxpayer; and (3) the child has not yet attained
a specified age. A tie-breaking rule applies if more than one tax-
payer claims a child as a qualifying child.

Under the Act, the present-law support and gross income tests
for determining whether an individual is a dependent generally do
not apply to a child who meets the requirements of the uniform
definition of qualifying child.
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Residency test

Under the uniform definition’s residency test, a child must have
the same principal place of abode as the taxpayer for more than
one half of the taxable year. It is intended that, as is the case
under present law, temporary absences due to special cir-
cumstances, including absences due to illness, education, business,
vacation, or military service, are not treated as absences.

Relationship test

In order to be a qualifying child under the Act, the child must
be the taxpayer’s son, daughter, stepson, stepdaughter, brother,
sister, stepbrother, stepsister, or a descendant of any such indi-
vidual. The Act modifies the definition of adopted child, for pur-
poses of determining whether an adopted child is treated as a child
by blood, to mean an individual who is legally adopted by the tax-
payer, or an individual who is lawfully placed with the taxpayer for
legal adoption by the taxpayer. A foster child who is placed with
the taxpayer by an authorized placement agency or by judgment,
decree, or other order of any court of competent jurisdiction is
treated as the taxpayer’s child.223

Age test

Under the Act, the age test varies depending upon the tax ben-
efit involved. In general, a child must be under age 19 (or under
age 24 in the case of a full-time student) in order to be a qualifying
child.224 In general, no age limit applies with respect to individuals
who are totally and permanently disabled within the meaning of
section 22(e)(3) at any time during the calendar year. The Act re-
tains the present-law requirements that a child must be under age
13 (if he or she is not disabled) for purposes of the dependent care
credit, and under age 17 (whether or not disabled) for purposes of
the child credit.

Children who support themselves

Under the Act, a child who provides over one half of his or her
own support generally is not considered a qualifying child of an-
other taxpayer. The Act retains the present-law rule, however, that
a child who provides over one half of his or her own support may
constitute a qualifying child of another taxpayer for purposes of the
earned income credit.

Tie-breaking rules

If a child would be a qualifying child with respect to more than
one individual (e.g., a child lives with his or her mother and grand-
mother in the same residence) and more than one person claims a
benefit with respect to that child, then the following “tie-breaking”
rules apply. First, if only one of the individuals claiming the child
as a qualifying child is the child’s parent, the child is deemed the
qualifying child of the parent. Second, if both parents claim the
child and the parents do not file a joint return, then the child is

223 The Act eliminates the present-law rule requiring that if a child is the taxpayer’s sibling
or stepsibling or a descendant of any such individual, the taxpayer must care for the child as
if the child were his or her own child.

224The Act retains the present-law definition of full-time student set forth in section 151(c)(4).
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deemed a qualifying child first with respect to the parent with
whom the child resides for the longest period of time, and second
with respect to the parent with the highest adjusted gross income.
Third, if the child’s parents do not claim the child, then the child
is deemed a qualifying child with respect to the claimant with the
highest adjusted gross income.

Interaction with present-law rules

Taxpayers generally may claim an individual who does not meet
the uniform definition of qualifying child with respect to any tax-
payer as a dependent if the present-law dependency requirements
(including the gross income and support tests) are satisfied.225
Thus, for example, as under present law, a taxpayer may claim a
parent as a dependent if the taxpayer provides more than one half
of the support of the parent and the parent’s gross income is less
than the exemption amount. As another example, under the Act a
grandparent may claim a dependency exemption with respect to a
grandson who does not reside with any taxpayer for over one half
the year, if the grandparent provides more than one half of the
support of the grandson and the grandson’s gross income is less
than the exemption amount.

Citizenship and residency

Children who are U.S. citizens living abroad or non-U.S. citizens
living in Canada or Mexico may qualify as a qualifying child, as is
the case under the present-law dependency tests. A legally adopted
child who does not satisfy the residency or citizenship requirement
may nevertheless qualify as a qualifying child (provided other ap-
plicable requirements are met) if (1) the child’s principal place of
abode is the taxpayer’s home and (2) the taxpayer is a citizen or
national of the United States.

Children of divorced or legally separated parents

The Act retains the present-law rule that allows a custodial par-
ent to release the claim to a dependency exemption (and, therefore,
the child credit) to a noncustodial parent.226 Thus, under the Act,
custodial waivers that are in place and effective on the date of en-
actment will continue to be effective after the date of enactment if
they continue to satisfy the waiver rule. In addition, the Act re-
tains the custodial waiver rule for purposes of the dependency ex-
emption (and, therefore, the child credit) for decrees of divorce or
separate maintenance or written separation agreements that be-
come effective after the date of enactment. Under the Act, as under
present law, the custodial waiver rules do not affect eligibility with
respect to children of divorced or legally separated parents for pur-
poses of the earned income credit, the dependent care credit, and
head of household filing status.

While retaining the substantive effect of the present-law waiver
provisions, the Act modifies the mechanical structure of the rules.
Under present law, a waiver may be made with respect to the de-
pendency exemption. The waiver then automatically carries over to

225 ndividuals who satisfy the present-law dependency tests and who are not qualifying chil-
dren are referred to as “qualifying relatives” under the Act.
226 A technical correction may be necessary so that the statute reflects this intent.
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the child credit, because in order to claim the child credit, the tax-
payer must be allowed the dependency exemption with respect to
the child. Thus, if the dependency exemption is waived, the child
credit applies to the taxpayer who is allowed the dependency ex-
emption under the waiver.

The Act obtains the same result, but through a slightly modified
statutory structure. Under the Act, if a waiver is made, the waiver
applies for purposes of determmlng whether a child meets the defi-
nition of a_qualifying child or a qualifying relative under section
152(c) or 152(d) as amended by the provision. While the definition
of qualifying child is generally uniform, for purposes of the earned
income credit, head of household status, and the dependent care
credit, the definition of qualifying child is made without regard to
the waiver provision.227 Thus, as under present law, a waiver that
applies for the dependency exemption will also apply for the child
credit, and the waiver will not apply for purposes of the other pro-
visions.

Other provisions

The Act retains the applicable present-law requirements that a
taxpayer identification number for a child be provided on the tax-
payer’s return. For purposes of the earned income credit, a quali-
fying child is required to have a social security number that is
valid for employment in the United States (that is, the child must
be a U.S. citizen, permanent resident, or have a certain type of
temporary visa).

Effect on particular tax benefits

Dependency exemption

For purposes of the dependency exemption, the Act defines a de-
pendent as a qualifying child or a qualifying relative. The quali-
fying child test eliminates the support test (other than in the case
of a child who provides more than one half of his or her own sup-
port), and replaces it with the residency requirement described
above. Further, the present-law gross income test does not apply to
a qualifying child. The rules relating to multiple support agree-
ments do not apply with respect to qualifying children because the
support test does not apply to them. Special tie-breaking rules (de-
scribed above) apply if more than one taxpayer claims a qualifying
child under the Act. These tie-breaking rules do not apply if a child
constitutes a qualifying child with respect to multiple taxpayers,
but only one eligible taxpayer actually claims the qualifying child.

The Act generally permits taxpayers to continue to apply the
present-law dependency exemption rules to claim a dependency ex-
emption for a qualifying relative who does not satisfy the quali-
fying child definition. In such cases, the present-law gross income
and support tests, including the special rules for multiple support
agreements, the special rules relating to income of handicapped de-
pendents, and the special support test in case of students, continue
to apply for purposes of the dependency exemption.

As is the case under present law, a child who provides over half
of his or her own support is not considered a dependent of another

227 See secs. 2(b)(1)(A)(i) and 32(c)(3)(A) as amended by the Act, and sec. 21(e)(5).
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taxpayer under the Act. Further, an individual shall not be treated
as a dependent of any taxpayer if such individual has filed a joint
return with the individual’s spouse for the taxable year.

Earned income credit

In general, the Act adopts a definition of qualifying child that is
similar to the present-law definition under the earned income cred-
it. The present-law requirement that a foster child and certain
other children be cared for as the taxpayer’s own child is elimi-
nated. The present-law tie-breaker rule applicable to the earned in-
come credit is used for purposes of the uniform definition of quali-
fying child. The Act retains the present-law requirement that the
taxpayer’s principal place of abode must be in the United States.

Child credit

The present-law child credit generally uses the same relation-
ships to define an eligible child as the uniform definition. The
present-law requirement that a foster child and certain other chil-
dren be cared for as the taxpayer’s own child is eliminated. The age
limitation under the Act retains the present-law requirement that
the child must be under age 17, regardless of whether the child is
disabled.

Dependent care credit

The present-law requirement that a taxpayer maintain a house-
hold in order to claim the dependent care credit is eliminated.
Thus, if other applicable requirements are satisfied, a taxpayer
may claim the dependent care credit with respect to a child who
lives with the taxpayer for more than one half the year, even if the
taxpayer does not provide more than one half of the cost of main-
taining the household.

The rules for determining eligibility for the credit with respect to
an individual who is physically or mentally incapable of caring for
himself or herself are amended to include a requirement that the
taxpayer and the dependent have the same principal place of abode
for more than one half the taxable year.

Head of household filing status

Under the Act, a taxpayer is eligible for head of household filing
status only with respect to a qualifying child or an individual for
whom the taxpayer is entitled to a dependency exemption. Under
the Act, a taxpayer may claim head of household filing status if the
taxpayer is unmarried (and not a surviving spouse) and pays more
than one half of the cost of maintaining as his or her home a
household which is the principal place of abode for more than one
half the year of (1) a qualifying child, or (2) an individual for whom
the taxpayer may claim a dependency exemption. As under present
law, a taxpayer may claim head of household status with respect
to a parent for whom the taxpayer may claim a dependency exemp-
tion and who does not live with the taxpayer, if certain require-
ments are satisfied.
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Technical and conforming amendments

The Act makes a number of technical and conforming amend-
ments regarding the change in the definition of dependent for other
purposes of the Code. The conforming amendments provide that an
individual may qualify as a dependent for certain purposes (e.g.,
sec. 105, sec. 125, and sec. 213) without regard to whether the indi-
vidual has gross income that exceeds an otherwise applicable gross
income limitation or is married and files a joint return. In addition,
an individual who is treated as a dependent under the conforming
amendment provisions generally is not subject to the general rule
that a dependent of a taxpayer shall be treated as having no de-
pendents for the taxable year of such individual beginning in such
calendar year.228

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2004.

228 A technical correction may be necessary so that the statute reflects this intent with respect
to certain other provisions of the Code, such as with respect to health savings accounts (sec.
223(d)(2)(A)), and the dependent care credit and dependent care assistance programs (sec.

21(b)(1)(B)).



III. EXTENSIONS OF CERTAIN EXPIRING PROVISIONS

A. Extension of the Research Credit (sec. 301 of the Act and
sec. 41 of the Code)

Present and Prior Law

Section 41 provided a research tax credited equal to 20 percent
of the amount by which a taxpayer’s qualified research expenses
for a taxable year exceeded its base amount for that year. Tax-
payers were permitted to elect an alternative incremental research
credit regime in which the taxpayer was assigned a three-tiered
fixed-base percentage and the credit rate likewise was reduced.
Under the alternative credit regime, a credit rate of 2.65 percent
applied to the extent that a taxpayer’s current-year research ex-
penses exceed a base amount computed by using a fixed-base per-
centage of one percent but do not exceed a base amount computed
by using a fixed-base percentage of 1.5 percent. A credit rate of 3.2
percent applied to the extent that a taxpayer’s current-year re-
search expenses exceeded a base amount computed by using a
fixed-base percentage of 1.5 percent but did not exceed a base
amount computed by using a fixed-base percentage of two percent.
A credit rate of 3.75 percent applied to the extent that a taxpayer’s
current-year research expenses exceeded a base amount computed
by using a fixed-base percentage of two percent.

A 20-percent research tax credit also applied to the excess of (1)
100 percent of corporate cash expenses (including grants or con-
tributions) paid for basic research conducted by universities (and
certain nonprofit scientific research organizations) over (2) the sum
of (a) the greater of two minimum basic research floors plus (b) an
amount reflecting any decrease in nonresearch giving to univer-
sities by the corporation as compared to such giving during a fixed-
base period, as adjusted for inflation.

The research tax credit expired and generally does not apply to
amounts paid or incurred after June 30, 2004.

Reasons for Change 229

The Congress acknowledged that research is important to the
economy. Research is the basis of new products, new services, new
industries, and new jobs for the domestic economy. Therefore the
Congress believed it was appropriate to extend the prior-law re-
search credit.

229 See H.R. 4520, the “American Jobs Creation Act of 2004”, which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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Explanation of Provision

The Act extends the prior-law research credit to qualified
amounts paid or incurred before January 1, 2006.

Effective Date

The provision is effective for amounts paid or incurred after June
30, 2004.

B. Extension of Parity in the Application of Certain Limits
to Mental Health Benefits (sec. 302 of the Act, sec. 9812 of
the Code, sec. 712 of ERISA, and section 2705 of the PHSA)

Present and Prior Law

The Mental Health Parity Act of 1996 amended the Employee
Retirement Income Security Act of 1974 (“ERISA”) and the Public
Health Service Act (“PHSA”) to provide that group health plans
that provide both medical and surgical benefits and mental health
benefits cannot impose aggregate lifetime or annual dollar limits
on mental health benefits that are not imposed on substantially all
medical and surgical benefits. The provisions of the Mental Health
Parity Act were initially effective with respect to plan years begin-
ning on or after January 1, 1998, for a temporary period. Since en-
actment, the mental health parity requirements in ERISA and the
PHSA have been extended on more than one occasion and currently
are scheduled to expire with respect to benefits for services fur-
nished on or after December 31, 2004.

The Taxpayer Relief Act of 1997 added to the Code the require-
ments imposed under the Mental Health Parity Act, and imposed
an excise tax on group health plans that fail to meet the require-
ments. The excise tax is equal to $100 per day during the period
of noncompliance and is generally imposed on the employer spon-
soring the plan if the plan fails to meet the requirements. The
maximum tax that can be imposed during a taxable year cannot ex-
ceed the lesser of 10 percent of the employer’s group health plan
expenses for the prior year or $500,000. No tax is imposed if the
Secretary determines that the employer did not know, and exer-
cisingdreasonable diligence would not have known, that the failure
existed.

The Code provisions were initially effective with respect to plan
years beginning on or after January 1, 1998, for a temporary pe-
riod.230 The Code provisions have been extended on a number of
occasions, and, under prior law, expired with respect to benefits for
services furnished after December 31, 2003.

Reasons for Change 231

The Congress recognized that the Code provisions relating to
mental health parity are important to carrying out the purposes of
the Mental Health Parity Act. Thus, the Congress believed that ex-

230 The excise tax does not apply to benefits for services furnished on or after September 30,
2001, and before January 10, 2002.

231See H.R. 4520, the American Jobs Creation Act of 2004, which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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tending the Code provisions relating to mental health parity was
warranted.

Explanation of Provision

The Act extends the ERISA and PHSA provisions relating to
mental health parity to benefits for services furnished before Janu-
ary 1, 2006. The Act also extends the Code provisions relating to
mental health parity to benefits for services furnished on or after
the date of enactment and before January 1, 2006. Thus, the excise
tax on failures to meet the requirements imposed by the Code pro-
visions does not apply after December 31, 2003, and before the date
of enactment.

Effective Date

The provision is effective on the date of enactment (October 4,
2004).

C. Extension of the Work Opportunity Tax Credit (sec. 303
of the Act and sec. 51 of the Code)

Present and Prior Law
Work opportunity tax credit

Targeted groups eligible for the credit

The work opportunity tax credit is available on an elective basis
for employers hiring individuals from one or more of eight targeted
groups. The eight targeted groups are: (1) certain families eligible
to receive benefits under the Temporary Assistance for Needy Fam-
ilies Program; (2) high-risk youth; (3) qualified ex-felons; (4) voca-
tional rehabilitation referrals; (5) qualified summer youth employ-
ees; (6) qualified veterans; (7) families receiving food stamps; and
(8) persons receiving certain Supplemental Security Income (SSI)
benefits.

A qualified ex-felon is an individual certified as: (1) haven been
convicted of a felony under State or Federal law; (2) being a mem-
ber of an economically disadvantaged family; and (3) having a hir-
ing date within one year of release from prison or conviction.

Qualified wages

Generally, qualified wages are defined as cash wages paid by the
employer to a member of a targeted group. The employer’s deduc-
tion for wages is reduced by the amount of the credit.

Calculation of the credit

The credit equals 40 percent (25 percent for employment of 400
hours or less) of qualified first-year wages. Generally, qualified
first-year wages are qualified wages (not in excess of $6,000) attrib-
utable to service rendered by a member of a targeted group during
the one-year period beginning with the day the individual began
work for the employer. Therefore, the maximum credit per em-
ployee is $2,400 (40 percent of the first $6,000 of qualified first-
year wages). With respect to qualified summer youth employees,
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the maximum credit is $1,200 (40 percent of the first $3,000 of
qualified first-year wages).

Minimum employment period

No credit is allowed for qualified wages paid to employees who
work less than 120 hours in the first year of employment.

Coordination of the work opportunity tax credit and the wel-
fare-to-work tax credit

An employer cannot claim the work opportunity tax credit with
respect to wages of any employee on which the employer claims the
welfare-to-work tax credit.

Other rules

The work opportunity tax credit is not allowed for wages paid to
a relative or dependent of the taxpayer. Similarly wages paid to re-
placement workers during a strike or lockout are not eligible for
the work opportunity tax credit. Wages paid to any employee dur-
ing any period for which the employer received on-the-job training
program payments with respect to that employee are not eligible
for the work opportunity tax credit. The work opportunity tax cred-
it generally is not allowed for wages paid to individuals who had
previously been employed by the employer. In addition, many other
technical rules apply.

Expiration date

Under prior law, the credit is effective for wages paid or incurred
to a qualified individual who begins work for an employer before
January 1, 2004.

Reasons for Change 232

The Congress believed that a temporary extension of this credit
will allow the Congress and the Treasury and Labor Departments
to continue to examine the effectiveness of the credit in expanding
employment opportunities among the eight targeted groups.

Explanation of Provision

The Act extends the work opportunity tax credit for two years
(through December 31, 2005).

Effective Date

The extension of the work opportunity tax credit is effective for
wages paid or incurred for individuals beginning work after Decem-
ber 31, 2003.

232 See H.R. 4520, the “American Jobs Creation Act of 2004”, which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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D. Extension of the Welfare-to-Work Tax Credit (sec. 303 of
the Act and sec. 51A of the Code)

Present and Prior Law
Welfare-to-work tax credit

Targeted group eligible for the credit

The welfare-to-work tax credit is available on an elective basis to
employers of qualified long-term family assistance recipients.
Qualified long-term family assistance recipients are: (1) members of
a family that has received family assistance for at least 18 consecu-
tive months ending on the hiring date; (2) members of a family that
has received such family assistance for a total of at least 18 months
(whether or not consecutive) after August 5, 1997 (the date of en-
actment of the welfare-to-work tax credit) if they are hired within
2 years after the date that the 18-month total is reached; and (3)
members of a family who are no longer eligible for family assist-
ance because of either Federal or State time limits, if they are
hired within 2 years after the Federal or State time limits made
the family ineligible for family assistance.

Qualified wages

Qualified wages for purposes of the welfare-to-work tax credit are
defined more broadly than for purposes of the work opportunity tax
credit. Unlike the definition of wages for the work opportunity tax
credit which includes simply cash wages, the definition of wages for
the welfare-to-work tax credit includes cash wages paid to an em-
ployee plus amounts paid by the employer for: (1) educational as-
sistance excludable under a section 127 program (or that would be
excludable but for the expiration of sec. 127); (2) health plan cov-
erage for the employee, but not more than the applicable premium
defined under section 4980B(f)(4); and (3) dependent care assist-
ance excludable under section 129. The employer’s deduction for
wages is reduced by the amount of the credit.

Calculation of the credit

The welfare-to-work tax credit is available on an elective basis to
employers of qualified long-term family assistance recipients dur-
ing the first two years of employment. The maximum credit is 35
percent of the first $10,000 of qualified first-year wages and 50 per-
cent of the first $10,000 of qualified second-year wages. Qualified
first-year wages are defined as qualified wages (not in excess of
$10,000) attributable to service rendered by a member of the tar-
geted group during the one-year period beginning with the day the
individual began work for the employer. Qualified second-year
wages are defined as qualified wages (not in excess of $10,000) at-
tributable to service rendered by a member of the targeted group
during the one-year period beginning immediately after the first
year of that individual’s employment for the employer. The max-
imum credit is $8,500 per qualified employee.
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Minimum employment period

No credit is allowed for qualified wages paid to a member of the
targeted group who does not work at least 400 hours or 180 days
in the first year of employment.

Coordination of the work opportunity tax credit and the wel-
fare-to-work tax credit

An employer cannot claim the work opportunity tax credit with
respect to wages of any employee on which the employer claims the
welfare-to-work tax credit.

Other rules

The welfare-to-work tax credit incorporates directly or by ref-
erence many of these other rules contained on the work oppor-
tunity tax credit.

Expiration date

Under prior law, the welfare to work credit is effective for wages
paid or incurred to a qualified individual who begins work for an
employer before January 1, 2004.

Reasons for Change 233

The Congress believed that the welfare-to-work credit should be
temporarily extended to provide the Congress and Treasury and
Labor Departments a better opportunity to continue to assess the
operation and effectiveness of the credit in meeting its goals. These
goals are: (1) to provide an incentive to hire long-term welfare re-
cipients; (2) to promote the transition from welfare to work by in-
creasing access to employment for these individuals; and (3) to en-
courage employers to provide these individuals with training,
health coverage, dependent care and ultimately better job attach-
ment.

Explanation of Provision

The Act extends the welfare-to-work tax credit for two years
(through December 31, 2005).

Effective Date

The extension of the welfare-to-work tax credit is effective for
wages paid or incurred for individuals beginning work after Decem-
ber 31, 2003.

E. Qualified Zone Academy Bonds (sec. 304 of the Act and
sec. 1397E of the Code)

Present and Prior Law

Generally, “qualified zone academy bonds” are bonds issued by a
State or local government, provided that at least 95 percent of the
proceeds are used for one or more qualified purposes with respect
to a “qualified zone academy” and private entities have promised

233 See H.R. 4520, the “American Jobs Creation Act of 2004”, which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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to contribute to the qualified zone academy certain equipment,
technical assistance or training, employee services, or other prop-
erty or services with a value equal to at least 10 percent of the
bond proceeds. Qualified purposes with respect to any qualified
zone academy are (1) rehabilitating or repairing the public school
facility in which the academy is established, (2) providing equip-
ment for use at such academy, (3) developing course materials for
education at such academy, and (4) training teachers and other
school personnel. A total of $400 million of qualified zone academy
bonds was authorized to be issued annually in calendar years 1998
through December 31, 2003.

Reasons for Change 234

The Congress believed that extension of authority to issue quali-
fied zone academy bonds was appropriate in light of the edu-
cational needs that exist today.

Explanation of Provision

The Act extends the authority to issue qualified zone academy
bonds through 2005.

Effective Date

The provision is effective for obligations issued after December
31, 2003.

F. Extension of Cover Over of Excise Tax on Distilled Spirits
to Puerto Rico and Virgin Islands (sec. 305 of the Act and
sec. 7652 of the Code)

Present and Prior Law

A $13.50 per proof gallon (a proof gallon is a liquid gallon con-
sisting of 50 percent alcohol) excise tax is imposed on distilled spir-
its produced in or imported into the United States.

The Code provides for cover over (payment) to Puerto Rico and
the Virgin Islands of the excise tax imposed on rum imported into
the United States, without regard to the country of origin. The
amount of the cover over is generally limited under section 7652(f)
to $10.50 per proof gallon. However, the limitation is increased to
$13.25 per proof gallon during the period July 1, 1999 through De-
cember 31, 2003.

Thus, tax amounts attributable to rum produced in Puerto Rico
are covered over to Puerto Rico. Tax amounts attributable to rum
produced in the Virgin Islands are covered over to the Virgin Is-
lands. Tax amounts attributable to rum produced in neither Puerto
Rico nor the Virgin Islands are divided and covered over to the two
possessions under a formula. All of the amounts covered over are
subject to the limitation.

234 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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Reasons For Change 23%

The Congress believed that the needs of Puerto Rico and the Vir-
gin Islands justified the extension of the cover over amount of
$13.25 per proof gallon through December 31, 2005.

Explanation of Provision

The Act temporarily suspends the $10.50 per proof gallon limita-
tion on the amount of excise taxes on rum covered over to Puerto
Rico and the Virgin Islands. Under the Act, the cover over amount
of $13.25 per proof gallon is extended for rum brought into the
United States after December 31, 2003 and before January 1, 2006.
After December 31, 2005, the cover over amount reverts to $10.50
per proof gallon.

Effective Date

The provision is effective for articles brought into the United
States after December 31, 2003.

G. Charitable Contributions of Computer Technology and
Equipment Used for Educational Purposes (sec. 306 of the
Act and sec. 170 of the Code)

Present and Prior Law

A deduction by a corporation for charitable contributions of com-
puter technology and equipment generally is limited to the corpora-
tion’s basis in the property. However, certain corporations may
claim a deduction in excess of basis for a qualified computer con-
tribution. Under prior law, such enhanced deduction expired for
contributions made during any taxable year beginning after De-
cember 31, 2003.

Reasons for Change 236

The Congress believed that educational organizations and public
libraries continue to have a need for computer equipment and that
it was appropriate to extend the enhanced deduction for contribu-
tions of such equipment to such institutions.

Explanation of Provision

The Act extends the enhanced deduction for qualified computer
contributions to contributions made during any taxable year begin-
ning before January 1, 2006.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2003.

235 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).

236 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).



139

H. Certain Expenses of Elementary and Secondary School
Teachers (sec. 307 of the Act and sec. 62 of the Code)

Present and Prior Law

In general, ordinary and necessary business expenses are deduct-
ible (sec. 162). However, in general, unreimbursed employee busi-
ness expenses are deductible only as an itemized deduction and
only to the extent that the individual’s total miscellaneous deduc-
tions (including employee business expenses) exceed two percent of
adjusted gross income. An individual’s otherwise allowable itemized
deductions may be further limited by the overall limitation on
itemized deductions, which reduces itemized deductions for tax-
payers with adjusted gross income in excess of a threshold amount.
In addition, miscellaneous itemized deductions are not allowable
under the alternative minimum tax.

Certain expenses of eligible educators are allowed an above-the-
line deduction. Specifically, for taxable years beginning in 2002 and
2003, an above-the-line deduction is allowed for up to $250 annu-
ally of expenses paid or incurred by an eligible educator for books,
supplies (other than nonathletic supplies for courses of instruction
in health or physical education), computer equipment (including re-
lated software and services) and other equipment, and supple-
mentary materials used by the eligible educator in the classroom.
To be eligible for this deduction, the expenses must be otherwise
deductible under 162 as a trade or business expense. A deduction
is allowed only to the extent the amount of expenses exceeds the
amount excludable from income under section 135 (relating to edu-
cation savings bonds), 529(c)(1) (relating to qualified tuition pro-
grams), and section 530(d)(2) (relating to Coverdell education sav-
ings accounts).

An eligible educator is a kindergarten through grade 12 teacher,
instructor, counselor, principal, or aide in a school for at least 900
hours during a school year. A school means any school which pro-
vides elementary education or secondary education, as determined
under State law.

Under prior law, the above-the-line deduction for eligible edu-
cators was not allowed for taxable years beginning after December
31, 2003.

Reasons for Change

The Congress recognized that elementary and secondary edu-
cations often incur substantial unreimbursed expenses in the
course of their teacher duties, and believed that an extension of the
deduction for such expenses was warranted to continue to provide
tax relief to educators who incur such expenses on behalf of their
students.237

Explanation of Provision
The Act extends the above-the-line deduction for two years, i.e.,
for taxable years beginning in 2004 and 2005.

237 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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Effective Date

The provision is effective for taxable years beginning in 2004 and
2005.

I. Expensing of Environmental Remediation Costs (sec. 308
of the Act and sec. 198 of the Code)

Present and Law

Taxpayers can elect to treat certain environmental remediation
expenditures that would otherwise be chargeable to capital account
as deductible in the year paid or incurred (sec. 198). The deduction
applies for both regular and alternative minimum tax purposes.
The expenditure must be incurred in connection with the abate-
ment or control of hazardous substances at a qualified contami-
nated site.

A “qualified contaminated site” generally is any property that (1)
is held for use in a trade or business, for the production of income,
or as inventory and (2) is at a site on which there has been a re-
lease (or threat of release) or disposal of certain hazardous sub-
stances as certified by the appropriate State environmental agency
(so called “brownfields”). However, sites that are identified on the
national priorities list under the Comprehensive Environmental
Response, Compensation, and Liability Act of 1980 cannot qualify
as targeted areas.

Under prior law, eligible expenditures were those paid or in-
curred before January 1, 2004.

Reasons for Change 238

The Congress observed that by lowering the net capital cost of
a development project the expensing of brownfields remediation
costs promotes the goal of environmental remediation and promotes
new investment and employment opportunities. In addition, the
Congress believed that the increased investment in the qualifying
areas has spillover effects that are beneficial to the neighboring
communities. Therefore, the Congress believed it was appropriate
to extend the present-law provision permitting the expensing of en-
vironmental remediation costs.

Explanation of Provision

The Act extends the prior law expensing provision for two years
(through December 31, 2005).

Effective Date

Effective for expenses paid or incurred after December 31, 2003.

238 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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J. New York Liberty Zone Provisions (sec. 309 of the Act and
sec. 1400L of the Code)

Present and Prior Law

An aggregate of $8 billion in tax-exempt private activity bonds
is authorized for the purpose of financing the construction and re-
pair of infrastructure in New York City (“Liberty Zone bonds”). The
bonds must be issued before January 1, 2005.

Certain bonds used to fund facilities located in New York City
are permitted one additional advance refunding before January 1,
2005 (“advance refunding bonds”). In addition to satisfying other
requirements, the bond refunded must be (1) a State or local bond
that is a general obligation of New York City, (2) a State or local
bond issued by the New York Municipal Water Finance Authority
or Metropolitan Transportation Authority of the City of New York,
or (3) a qualified 501(c)(3) bond which is a qualified hospital bond
issued by or on behalf of the State of New York or the City of New
York. The maximum amount of advance refunding bonds is $9 bil-
lion.

Reasons for Change 239

The Congress was committed to aiding the City of New York’s
economic recovery from the terrorist attacks of September 11, 2001.
Therefore, the Congress believed that an extension of the authority
to issue New York Liberty Bonds was appropriate.

Explanation of Provisions

The Act extends authority to issue Liberty Zone bonds through
December 31, 2009. The Act also extends the additional advance re-
funding authority through December 31, 2005. In addition, the Act
provides that bonds of the Municipal Assistance Corporation are el-
igible for advance refunding.

The purpose in extending the New York Liberty Bond program
through December 31, 2009, is to facilitate the full designation of
New York Liberty Bond authority. Congress could consider a fur-
ther extension of the New York Liberty Bond program beyond 2009
if circumstances justify such an extension.

Effective Date

The Liberty Zone bonds and general additional advance refund-
ing provisions are effective on the date of enactment (October 4,
2004). The provision relating to the advance refunding of bonds of
the Municipal Assistance Corporation is effective as if included in
the amendments made by section 301 of the Job Creation and
Worker Assistance Act of 2002.

239 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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K. Tax Incentives for Investment in the District of Columbia
(sec. 310 of the Act and secs. 1400, 1400A, 1400B, 1400C,
and 1400F of the Code)

Present and Prior Law

Certain economically depressed census tracts within the District
of Columbia were designated as the District of Columbia Enter-
prise Zone (the “D.C. Zone”) within which businesses and indi-
vidual residents are eligible for special tax incentives. Under prior
law, the designation expired on December 31, 2003.

First-time homebuyers of a principal residence in the District of
Columbia were eligible for a nonrefundable tax credit of up to
$5,000 of the amount of the purchase price. Under prior law, the
credit expired for property purchased after December 31, 2003.

Reasons for Change 240

Congress believed that the incentives should temporarily be ex-
tended to provide the Congress and the Treasury Department a
better opportunity to continue to assess the overall operation and
effectiveness of the tax incentives to revitalize the D.C. Zone and
to promote homeownership therein.

Explanation of Provision

The Act extends the D.C. Zone designation and related tax incen-
tives for two years (through December 31, 2005). The provision ex-
tends the first-time homebuyer credit for two years (through De-
cember 31, 2005).

Effective Date

The extension of the D.C. Zone designation and related tax incen-
tives is generally effective on January 1, 2004, except that the pro-
vision relating to tax-exempt financing incentives applies to obliga-
tions issued after the date of enactment (October 4, 2004).

L. Combined Employment Tax Reporting (sec. 311 of the Act
and sec. 6103(d)(5) of the Code)

Present and Prior Law

Traditionally, Federal tax forms are filed with the Federal gov-
ernment and State tax forms are filed with individual States. This
necessitates duplication of items common to both returns.

The Taxpayer Relief Act of 1997 permitted implementation of a
limited demonstration project to assess the feasibility and desir-
ability of expanding combined Federal and State reporting. First,
it was limited to the sharing of information between the State of
Montana and the IRS. Second, it was limited to employment tax re-
porting. Third, it was limited to disclosure of the name, address,
TIN, and signature of the taxpayer, which is information common
to both the Montana and Federal portions of the combined form.

240 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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Fourth, it was limited to a period of five years (expiring August 5,
2002).

Reasons for Change 241

The Congress believed that authorizing and expanding this
project for a year will provide the Congress with information to as-
sess the usefulness of the program and whether further expansions
are warranted.

Explanation of Provision

The Act provides authority through December 31, 2005, for any
State to participate in a combined Federal and State employment
tax reporting program, provided that the program has been ap-
proved by the Secretary. The Secretary may disclose the name, ad-
dress, TIN and signature of the taxpayer to any agency, body, or
commission of a State for purposes of carrying out the approved
program with such agency, body, or commission.

Effective Date

The provision is effective on the date of enactment (October 4,
2004).

M. Nonrefundable Personal Credits Allowed Against the Al-
ternative Minimum Tax (sec. 312 of the Act and sec. 26 of
the Code)

Present and Prior Law

Present and prior law provides for certain nonrefundable per-
sonal tax credits (i.e., the dependent care credit, the credit for the
elderly and disabled, the adoption credit, the child tax credit,242 the
credit for interest on certain home mortgages, the HOPE Scholar-
ship and Lifetime Learning credits, the credit for savers, and the
D.C. first-time homebuyer credit).

For taxable years beginning in 2003, all the nonrefundable per-
sonal credits were allowed to the extent of the full amount of the
individual’s regular tax and alternative minimum tax.

For taxable years beginning after 2003, the credits (other than
the adoption credit, child credit and credit for savers) were allowed
only to the extent that the individual’s regular income tax liability
exceeds the individual’s tentative minimum tax, determined with-
out regard to the minimum tax foreign tax credit. The adoption
credit, child credit, and IRA credit are allowed to the full extent of
the individual’s regular tax and alternative minimum tax.

Reasons for Change 243

The Congress believed that the nonrefundable personal credits
should be useable without limitation by reason of the alternative

241See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).

242 A portion of the child credit may be refundable.

243 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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minimum tax. This provision will result in significant simplifica-
tion.

Explanation of Provision

The Act extends the provision allowing the nonrefundable per-
sonal credits to the full extent of the regular tax and the alter-
native minimum tax for taxable years beginning in 2004 and 2005.

Effective Date

The provision applies to taxable years beginning after December
31, 2003.

N. Extension of Credit for Electricity Produced from Cer-
tain Renewable Resources (sec. 313 of the Act and sec. 45
of the Code)

Present and Prior Law

An income tax credit is allowed for the production of electricity
from either qualified wind energy, qualified “closed-loop” biomass,
or qualified poultry waste facilities. The amount of the credit is 1.8
cents per kilowatt hour for 2004. The credit amount is indexed for
inflation.

The credit applies to electricity produced by a wind energy facil-
ity placed in service after December 31, 1993, and before January
1, 2004, to electricity produced by a closed-loop biomass facility
placed in service after December 31, 1992, and before January 1,
2004, and to a poultry waste facility placed in service after Decem-
ber 31, 1999, and before January 1, 2004. The credit is allowable
for production during the 10-year period after a facility is originally
placed in service.

Reasons for Change 244

The Congress recognized that the section 45 production credit
has fostered additional electricity generation capacity in the form
of non-polluting wind power. The Congress believed it was impor-
tant to continue this tax credit by extending the placed in service
date for such facilities to bring more wind energy to the U. S. elec-
tric grid. The Congress further believed that, to encourage entre-
preneurial exploration of alternative sources for electricity genera-
tion, it was appropriate to extend the present-law provision relat-
ing to facilities that use closed-loop biomass as an energy source,
to give those potential fuel sources an opportunity in the market
place.

244 While there were no committee reports for H.R. 1308, H.R. 4520 which was reported by
the House Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-54) and passed
the House of Representatives on June 17, 2004, contained a nearly identical provision. H.R.
4520 as passed by the House did not extend that part of present law relating to poultry waste
facilities.
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Explanation of Provision

The Act extends the placed in service date for wind energy facili-
ties, “closed-loop” biomass facilities, and poultry waste facilities to
include facilities placed in service prior to January 1, 2006.245

Effective Date

Effective for facilities placed in service after December 31, 2003.

0. Suspension of 100-Percent-of-Net-Income Limitation on
Percentage Depletion for Oil and Gas from Marginal Wells
(sec. 314 of the Act and sec. 613A of the Code)

Present and Prior Law

Percentage depletion method for oil and gas properties applies to
independent producers and royalty owners. Generally, under the
percentage depletion method, 15 percent of the taxpayer’s gross in-
come from an oil- or gas-producing property is allowed as a deduc-
tion in each taxable year. The amount deducted generally may not
exceed 100 percent of the net income from the property in any year
(the “net-income limitation”). Under prior law, the 100—percent net-
income limitation for marginal wells was suspended for taxable
years beginning after December 31, 1997, and before January 1,
2004.

Reasons for Change 246

Domestic production from marginal wells is an appropriate part
of establishing national energy security and reducing dependence
on foreign oil. The Congress believed the suspension of the 100-per-
cent net-income limitation for marginal wells should be extended to
encourage continued operation of such wells.

Explanation of Provision

The Act extends the suspension of the net-income limitation for
marginal wells for taxable years beginning before January 1, 2006.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2003.

P. Indian Employment Tax Credit (sec. 315 of the Act and
sec. 45A of the Code)

Present and Prior Law

In general, a credit against income tax liability is allowed to em-
ployers for the first $20,000 of qualified wages and qualified em-
ployee health insurance costs paid or incurred by the employer
with respect to certain employees (sec. 45A). The credit is equal to

245 Sec. 45 was subsequently modified to include additional qualifying facilities by the Amer-
ican Jobs Creation Act of 2004, described in Part Seventeen.

246 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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20 percent of the excess of eligible employee qualified wages and
health insurance costs during the current year over the amount of
such wages and costs incurred by the employer during 1993. The
credit is an incremental credit, such that an employer’s current-
year qualified wages and qualified employee health insurance costs
(up to $20,000 per employee) are eligible for the credit only to the
extent that the sum of such costs exceeds the sum of comparable
costs paid during 1993. No deduction is allowed for the portion of
the wages equal to the amount of the credit.

Under prior law, the wage credit was available for wages paid or
incurred on or after January 1, 1994, in taxable years that begin
before January 1, 2005.

Reasons for Change 247

The Congress believed that extending the wage credit tax incen-
tive will expand employment opportunities for members of Indian
tribes.

Explanation of Provision

The Act extends the Indian employment credit incentive for one
year (to taxable years beginning before January 1, 2006).

Effective Date

The provision is effective on the date of enactment (October 4,
2004).

Q. Accelerated Depreciation for Business Property on In-
dian Reservations (sec. 316 of the Act and sec. 168(j) of the
Code)

Present and Prior Law

With respect to certain property used in connection with the con-
duct of a trade or business within an Indian reservation, deprecia-
tion deductions under section 168(j) will be determined using the
following recovery periods:

3-YEAT PIOPETLY ..eeeeuiiiiiiiiieeitieeettee et e ettt e ettt e st e e st e e s bbeeeeabeeesnreeas 2 years
5-year property ........ 3 years
7-year property ........ 4 years
10-year property 6 years
15-year property 9 years
20-year property 12 years
Nonresidential real property ......cccccecveerecieeiiiiieeeiieeeeieeeeiee e e 22 years

“Qualified Indian reservation property” eligible for accelerated
depreciation includes property which is (1) used by the taxpayer
predominantly in the active conduct of a trade or business within
an Indian reservation, (2) not used or located outside the reserva-
tion on a regular basis, (3) not acquired (directly or indirectly) by
the taxpayer from a person who is related to the taxpayer (within
the meaning of section 465(b)(3)(C)), and (4) described in the recov-
ery-period table above. In addition, property is not “qualified In-
dian reservation property” if it is placed in service for purposes of

247 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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conducting gaming activities. Certain “qualified infrastructure
property” may be eligible for the accelerated depreciation even if lo-
cated outside an Indian reservation, provided that the purpose of
such property is to connect with qualified infrastructure property
located within the reservation (e.g., roads, power lines, water sys-
tems, railroad spurs, and communications facilities).

The depreciation deduction allowed for regular tax purposes is
also allowed for purposes of the alternative minimum tax. Under
prior law, the accelerated depreciation for Indian reservations was
available with respect to property placed in service on or after Jan-
uary 1, 1994, and before January 1, 2005.

Reasons for Change 248

The Congress believed that extending the depreciation incentive
will encourage economic development within Indian reservations
and expand employment opportunities on such reservations.

Explanation of Provision

The Act extends eligibility for the special depreciation periods to
property placed in service before January 1, 2006.

Effective Date

The provision is effective on the date of enactment (October 4,
2004).

R. Disclosure of Return Information Relating to Student
Loans (sec. 317 of the Act and sec. 6103(1)(13) of the Code)

Present and Prior Law

Present and prior law prohibit the disclosure of returns and re-
turn information, except to the extent specifically authorized by the
Code.249 An exception to the general rule prohibiting disclosure is
provided for disclosure to the Department of Education (but not to
contractors thereof) of a taxpayer’s filing status, adjusted gross in-
come and identity information (i.e. name, mailing address, tax-
payer identifying number) to establish an appropriate repayment
amount for an applicable student loan. Under prior law, the De-
partment of Education disclosure authority was scheduled to expire
after December 31, 2004.250

Reasons for Change 251

The Congress believed that the Department of Education should
be provided with access to tax return information to assist it in car-
rying out the income-contingent repayment program. Thus, the
Congress believed that it is appropriate to provide a further exten-
sion of this disclosure authority.

248 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).

249 Sec. 6103.

250 Pub. L. No. 108-89 (2003).

251 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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Explanation of Provision

The Act extends the disclosure authority relating to the disclo-
sure of return information to carry out income-contingent repay-
ment of student loans for an additional year. The disclosure au-
thority does not apply to any request made after December 31,
2005.

Effective Date

The provision is effective on the date of enactment (October 4,
2004).

S. Credit for Qualified Electric Vehicles (sec. 318 of the Act
and sec. 30 of the Code)

Present and Prior Law

A 10-percent tax credit is provided for the cost of a qualified elec-
tric vehicle, up to a maximum credit of $4,000. A qualified electric
vehicle generally is a motor vehicle that is powered primarily by
an electric motor drawing current from rechargeable batteries, fuel
cells, or other portable sources of electrical current. The full
amount of the credit is available for purchases prior to 2004. Under
prior law, the credit phases down in the years 2004 through 2006,
and is unavailable for purchases after December 31, 2006. Under
the phase down, the credit for 2004 is 75 percent of the otherwise
allowable credit.

Reasons for Change 252

The Congress believed it was necessary to continue to provide
the full benefit of the tax subsidy to the purchase of these innova-
tive vehicles to enable such vehicles to demonstrate their road-wor-
thiness to the consumer. However, in the future, the Congress ex-
pects such vehicles to compete in the market without subsidy.

Explanation of Provision

The Act repeals the phase down of the allowable tax credit for
electric vehicles in 2004 and 2005. Thus, a taxpayer who purchases
a qualifying vehicle may claim 100 percent of the otherwise allow-
able credit for vehicles purchased in 2004 and 2005. For vehicles
purchased in 2006 the credit remains at 25 percent of the other-
wise allowable amount as under present law.

Effective Date

The provision is effective for vehicles placed in service after De-
cember 31, 2003.

252 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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T. Deduction for Qualified Clean-Fuel Vehicle Property (sec.
319 of the Act and sec. 179A of the Code)

Present and Prior Law

Certain costs of qualified clean-fuel vehicle may be expensed and
deducted when such property is placed in service. Qualified clean-
fuel vehicle property includes motor vehicles that use certain clean-
burning fuels (natural gas, liquefied natural gas, liquefied petro-
leum gas, hydrogen, electricity and any other fuel at least 85 per-
cent of which is methanol, ethanol, any other alcohol or ether). The
Secretary has determined that certain hybrid (gas-electric) vehicles
are qualified clean-fuel vehicles.

The maximum amount of the deduction is $50,000 for a truck or
van with a gross vehicle weight over 26,000 pounds or a bus with
a seating capacity of at least 20 adults; $5,000 in the case of a
truck or van with a gross vehicle weight between 10,000 and
26,000 pounds; and $2,000 in the case of any other motor vehicle.
Under prior law, the deduction phases down in the years 2004
through 2006, and is unavailable for purchases after December 31,
2006. Under the phase down, the deduction permitted for 2004 is
75 percent of the otherwise allowable amount.

Reasons for Change 253

The Congress believed it was necessary to continue to provide
the full benefit of the tax subsidy to the purchase of these innova-
tive vehicles to enable such vehicles to demonstrate their road-wor-
thiness to the consumer. However, in the future, the Congress ex-
pects such vehicles to compete in the market without subsidy.

Explanation of Provision

The Act repeals the phase down of the allowable deduction for
clean-fuel vehicles in 2004 and 2005. Thus, a taxpayer who pur-
chases a qualifying vehicle may claim 100 percent of the otherwise
allowable deduction for vehicles purchased in 2004 and 2005. For
vehicles purchased in 2006 the deduction remains at 25 percent of
the otherwise allowable amount as under present law.

Effective Date

The provision is effective for vehicles placed in service after De-
cember 31, 2003.

U. Disclosures Relating to Terrorist Activities (sec. 320 of
the Act and sec. 6103(1)(3) and (i1)(7) of the Code)

Present and Prior Law

Present and prior law prohibit the disclosure of returns and re-
turn information except to the extent specifically authorized by the
Code. In connection with terrorist activities, the Code permits the
IRS to disclose return information, other than taxpayer return in-

253 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).
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formation,254 to officers and employees of any Federal law enforce-
ment agency upon a written request.255 The Code requires the re-
quest to be made by the head of the Federal law enforcement agen-
cy (or his delegate) involved in the response to or investigation of
terrorist incidents, threats, or activities, and set forth the specific
reason or reasons why such disclosure may be relevant to a ter-
rorist incident, threat, or activity. Disclosure of the information is
permitted to officers and employees of the Federal law enforcement
agency who are personally and directly involved in the response to
or investigation of terrorist incidents, threats, or activities. The in-
formation is to be used by such officers and employees solely for
such response or investigation.

The Code permits the head of the Federal law enforcement agen-
cy to redisclose the information received under such authority to of-
ficers and employees of any State or local law enforcement agency
personally and directly engaged in the response to or investigation
of the terrorist incident, threat, or activity.256 The State or local
law enforcement agency is required to be part of an investigative
or response team with the Federal law enforcement agency for
these disclosures to be made.

Return information includes a taxpayer’s identity.257 If a tax-
payer’s identity is taken from a return or other information filed
with or furnished to the IRS by or on behalf of the taxpayer, it is
taxpayer return information. Under prior law, since taxpayer re-
turn information was not covered by the disclosure authorization
for Federal law enforcement agencies, taxpayer identity informa-
tion submitted by or on behalf of the taxpayer could not be dis-
closed pursuant to that authority and thus could not be associated
with other information being provided to such agencies.

The Code also allows the IRS to disclose return information
(other than taxpayer return information) upon the written request
of an officer or employee of the Department of Justice or Treasury
who is appointed by the President with the advice and consent of
the Senate, or who is the Director of the U.S. Secret Service, if
such individual is responsible for the collection and analysis of in-
telligence and counterintelligence concerning any terrorist incident,
threat, or activity.258 A taxpayer’s identity for this purpose is not
considered taxpayer return information. Such written request is re-
quired to set forth the specific reason or reasons why such disclo-
sure may be relevant to a terrorist incident, threat, or activity. Dis-
closures under this authority are permitted to be made to those of-
ficers and employees of the Department of Justice, Department of
the Treasury, and Federal intelligence agencies who are personally
and directly engaged in the collection or analysis of intelligence
and counterintelligence information or investigation concerning any
terrorist incident, threat, or activity. Such disclosures are per-
mitted solely for the use of such officers and employees in such in-
vestigation, collection, or analysis.

254 Sec. 6103(b)(3).

255 Sec. 6103(1)(7)(A).
256 Sec. 6103(1)(7)(A)(ii).
257 Sec. 6103(b)(2)(A).
258 Sec. 6103(1)(7)(B).
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The IRS, on its own initiative, is permitted to disclose in writing
return information (other than taxpayer return information) that
may be related to a terrorist incident, threat, or activity to the ex-
tent necessary to apprise the head of the appropriate investigating
Federal law enforcement agency.259 A taxpayer’s identity for this
purpose is not considered taxpayer return information. The head of
the agency is permitted to redisclose such information to officers
and employees of such agency to the extent necessary to investigate
or respond to the terrorist incident, threat, or activity.

Except for the limited exceptions noted above relating to a tax-
payer’s identity, if taxpayer return information is to be disclosed,
the disclosure is required to be made pursuant to the ex parte
order of a Federal district court judge or magistrate.

Under prior law, no disclosures could be made under any of the
above provisions after December 31, 2003.

Reasons for Change 2690

The Congress believed that a renewal of this disclosure authority
will provide additional time to evaluate the effectiveness of the pro-
vision and whether any modifications need to be implemented to
enhance the provision.

Explanation of Provision

The Act extends the disclosure authority relating to terrorist ac-
tivities. Under the Act, no disclosures can be made after December
31, 2005.

The Act also makes a technical change to clarify that a tax-
payer’s identity is not treated as taxpayer return information for
purposes of disclosures to law enforcement agencies regarding ter-
rorist activities.

Effective Dates

The provision extending authority is effective for disclosures
made on or after the date of enactment (October 4, 2004). The tech-
nical change is effective as if included in section 201 of the Victims
of Terrorism Tax Relief Act of 2001.

V. Extension of Joint Review of Strategic Plans and Budget
for the Internal Revenue Service (sec. 321 of the Act and
secs. 8021 and 8022 of the Code)

Prior Law

The Code required the Joint Committee on Taxation to conduct
a joint review 261 of the strategic plans and budget of the IRS from
1999 through 2003.262 The Code also required the Joint Committee

259 Sec. 6103(1)(3)(C).

260 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).

261The joint review was required to include two members of the majority and one member
of the minority of the Senate Committees on Finance, Appropriations, and Governmental Af-
fairs, and of the House Committees on Ways and Means, Appropriations, and Government Re-
form and Oversight.

262 Sec. 8021(f).
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to provide an annual report263 from 1999 through 2003 with re-
spect to:
e Strategic and business plans for the IRS;
e Progress of the IRS in meeting its objectives;
e The budget for the IRS and whether it supports its objec-
tives;
e Progress of the IRS in improving taxpayer service and com-
pliance;
e Progress of the IRS on technology modernization; and
e The annual filing season.

Reasons for Change 264

The Congress believed that a joint review of the IRS should be
held for one additional year and that the report provided by the
Joint Committee on Taxation should be tailored to the specific
issues addressed in the joint review.

Explanation of Provision

The Act requires that the Joint Committee conduct a joint review
before June 1, 2005. The Act also requires that the Joint Com-
mittee provide an annual report with respect to such joint review,
and specifies that the content of the annual report is the matters
addressed in the joint review.265

Effective Date

The provision is effective on the date of enactment (October 4,
2004).

W. Extension of Archer Medical Savings Accounts (“MSAs”)
(sec. 322 of the Act and sec. 220 of the Code)

Present and Prior Law

In general

Within limits, contributions to an Archer MSA are deductible in
determining adjusted gross income if made by an eligible individual
and are excludable from gross income and wages for employment
tax purposes if made by the employer of an eligible individual.
Earnings on amounts in an Archer MSA are not currently taxable.
Distributions from an Archer MSA for medical expenses are not in-
cludible in gross income. Distributions not used for medical ex-
penses are includible in gross income. In addition, distributions not
used for medical expenses are subject to an additional 15-percent
tax unless the distribution is made after age 65, death, or dis-
ability.

Eligible individuals

Archer MSAs are available to employees covered under an em-
ployer-sponsored high deductible plan of a small employer and self-

263 Sec. 8022(3)(C).

264 See H.R. 4520, the “American Jobs Creation Act of 2004,” which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).

265 Accordingly, the provision deletes the spemﬁc list of matters required to be covered in the
annual report.
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employed individuals covered under a high deductible health
plan.266 An employer is a small employer if it employed, on aver-
age, no more than 50 employees on business days during either the
preceding or the second preceding year. An individual is not eligi-
ble for an Archer MSA if he or she is covered under any other
health plan in addition to the high deductible plan.

Tax treatment of and limits on contributions

Individual contributions to an Archer MSA are deductible (within
limits) in determining adjusted gross income (i.e., “above-the-line”).
In addition, employer contributions are excludable from gross in-
come and wages for employment tax purposes (within the same
limits). Contributions to an Archer MSA may not be made through
a cafeteria plan. In the case of an employee, contributions can be
made to an Archer MSA either by the individual or by the individ-
ual’s employer.

The maximum annual contribution that can be made to an Ar-
cher MSA for a year is 65 percent of the deductible under the high
deductible plan in the case of individual coverage and 75 percent
of the deductible in the case of family coverage.

Definition of high deductible plan

For 2004, a high deductible plan is a health plan with an annual
deductible of at least $1,700 and no more than $2,600 in the case
of individual coverage and at least $3,450 and no more than $5,150
in the case of family coverage. In addition, the maximum out-of-
pocket expenses with respect to allowed costs (including the deduct-
ible) must be no more than $3,450 in the case of individual cov-
erage and no more than $6,300 in the case of family coverage (for
2004).267 A plan does not fail to qualify as a high deductible plan
merely because it does not have a deductible for preventive care as
required by State law. A plan does not qualify as a high deductible
health plan if substantially all of the coverage under the plan is
for permitted coverage (as described above). In the case of a self-
insured plan, the plan must in fact be insurance (e.g., there must
be appropriate risk shifting) and not merely a reimbursement ar-
rangement.

Cap on taxpayers utilizing Archer MSAs and expiration of
pilot program

The number of taxpayers benefiting annually from an Archer
MSA contribution is limited to a threshold level (generally 750,000
taxpayers). The number of Archer MSAs established has not ex-
ceeded the threshold level.

Under prior law, after 2003, no new contributions could be made
to Archer MSAs except by or on behalf of individuals who pre-
viously had Archer MSA contributions and employees who are em-
ployed by a participating employer.

Trustees of Archer MSAs are generally required to make reports
to the Treasury by August 1 regarding Archer MSAs established by
July 1 of that year. If any year is a cut-off year, the Secretary is

266 Self-employed individuals include more than two-percent shareholders of S corporations
who are treated as partners for purposes of fringe benefit rules pursuant to section 1372.
267 These amounts are indexed for inflation, rounded to the nearest $50.
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required to make and publish such determination by October 1 of
such year.

Reasons for Change 268

The Congress believed that individuals should be encouraged to
save for future medical care expenses and that individuals should
be allowed to save for such expenses on a tax-favored basis. The
Congress believed that consumers who spend their own savings on
health care will make cost-conscious decisions, thus reducing the
rising cost of health care. The Congress believed that Archer MSAs
have been an important tool in allowing certain individuals to save
for future medical expenses on a tax-favored basis.

The Congress was aware that recently enacted health savings ac-
counts offer more advantageous tax treatment than Archer MSAs
and that amounts can be rolled over into a health savings account
from an Archer MSA on a tax-free basis. Still, the Congress be-
lieved that individuals should be allowed the choice to continue the
use of Archer MSAs. Thus, the Congress believed that it was ap-
propriate to extend Archer MSAs.

Explanation of Provision

The Act extends Archer MSAs through December 31, 2005. The
Act also provides that the reports required by MSA trustees for
2004 are treated as timely if made within 90 days after the date
of enactment. In addition, the determination of whether 2004 is a
cut-off year and the publication of such determination is to be
made within 120 days of the date of enactment. If 2004 is a cut-
off year, the cut-off date will be the last day of such 120-day period.

Effective Date

The provision is generally effective on January 1, 2004. The pro-
visions relating to reports and the determination by the Secretary
are effective on the date of enactment (October 4, 2004).

268 See H.R. 4520, the “American Jobs Creation Act of 2004”, which was reported by the House
Committee on Ways and Means on June 16, 2004 (H.R. Rep. No. 108-548).



IV. TAX TECHNICAL CORRECTIONS
(secs. 401-408 of the Act)

Present and Prior Law

Certain recently enacted tax legislation needs technical, con-
forming, and clerical amendments in order properly to carry out
the intention of the Congress.269

Explanation of Provisions

The Act includes technical corrections to recently enacted tax leg-
islation. Except as otherwise provided, the amendments made by
the technical corrections contained in the Act take effect as if in-
cluded in the original legislation to which each amendment relates.
The following is a description of the provisions contained in the
technical corrections title:

Amendments Related to the Medicare Prescription Drug, Im-
provement, and Modernization Act of 2003

Additional tax relating to health savings accounts.—Code section
26(b) provides that “regular tax liability” does not include certain
“additional taxes” and similar amounts. Under prior law, regular
tax liability did not include the additional tax on Archer MSA dis-
tributions not used for qualified medical expenses (sec. 220(f)(4)).
The provision adds to the list of such amounts the additional tax
on distributions not used for qualified medical expenses (sec.
223(f)(4)) under the rules relating to health savings accounts.

Health coverage tax credit.—Code section 35(g)(3) provides that
any amount distributed from an Archer MSA will not be taken into
account for purposes of determining the amount of health coverage
tax credit (“HCTC”) an individual is eligible to receive. Under the
provision, section 35(g)(3) is amended to provide that amounts dis-
tributed from health savings accounts are not to be taken into ac-
count for purposes of determining the amount of HCTC an indi-
vidual is entitled to receive.

Amendments Related to the Jobs and Growth Tax Relief Rec-
onciliation Act of 2003

Dividends taxed at capital gain rates.—Section 302 of the Jobs
and Growth Tax Relief Reconciliation Act of 2003 (“JGTRRA”) gen-
erally provides that qualified dividend income of taxpayers other
than corporations is taxed at the same tax rates as the net capital
gain. The provision makes the following amendments to the provi-
sions adopted by that section: 270

269 Tax technical corrections legislation, the “Tax Technical Corrections Act of 2003,” was in-
troduced in the House of Representatives (H.R. 3654) on December 8, 2003, and in the Senate
(S. 1984) on December 9, 2003.

(155)



156

The provision clarifies that the determination of net capital gain,
for purposes of determining the amount taxed at the 25-percent
rate (section 1(h)(1)(D)(i)), is made without regard to qualified divi-
dend income.

The deduction for estate taxes paid on gain that is income in re-
spect of a decedent reduces the amount of gain otherwise taken
into account in computing the amount eligible for the lower tax
rates on net capital gain (sec. 691(c)(4)). Since it is not entirely
clear whether this provision also applies to qualified dividends eli-
gible for the lower tax rates on net capital gain, the provision clari-
fies that the provision does so apply.

The provision clarifies that the extraordinary dividend rule ap-
plies to trusts and estates as well as individuals.

The provision rewrites portions of the provisions relating to the
treatment of dividends received from a regulated investment com-
pany (“RIC”) or a real estate investment trust (“REIT”) to set forth
the rules directly rather than be reference to rules applicable to
dividends received by corporate shareholders.

The provision provides that all distributions by a RIC or REIT
of the earnings and profits from C corporation years can be treated
as qualifying dividends eligible for the lower rate.

The provision extends the 60-day period for notifying share-
holders of the amount of the qualified dividend income distributed
by a RIC or REIT for taxable years ending on or before November
30, 2003, to the date the 1099-DIV for 2003 is required.

The provision provides that, in the case of partnerships, S cor-
porations, common trust funds, trusts, and estates, section 302 of
JGTRRA applies to taxable years ending after December 31, 2002,
except that dividends received by the entity prior to January 1,
2003, are not treated as qualified dividend income. JGTRRA pro-
vided a similar rule in the case of RICs and REITs.

Satisfaction of certain holding period requirements if stock is ac-
quired on the day before ex-dividend date.—Under several similar
holding period requirements relating to the tax consequences of re-
ceiving dividends, a taxpayer who acquires stock the day before the
ex-dividend date cannot satisfy these holding period requirements
with respect to the dividend. The provision modifies the stock hold-
ing period requirements to permit taxpayers to satisfy the require-
ments when they acquire stock on the day before the ex-dividend
date of the stock. Specifically, the provision modifies the holding
period requirement for the dividends-received deduction under sec-
tion 246(c) (as modified by section 1015 of the Taxpayer Relief Act
of 1997) by changing from 90 days to 91 days (and from 180 days
to 181 days in the case of certain dividends on preferred stock) the
period within which a taxpayer may satisfy the requirement. In ad-
dition, the provision modifies the holding period requirement for
foreign tax credits with respect to dividends under section 901(k)
(enacted in section 1053 of the Taxpayer Relief Act of 1997) by
changing from 30 days to 31 days (and from 90 days to 91 days in
the case of certain dividends on preferred stock) the period within
which a taxpayer may satisfy the requirement. The provision modi-

270JR-2004-22 (February 19, 2004) announced that the IRS agreed to make the technical cor-
rection provisions relating to dividends contained in the Technical Corrections Act of 2003, as
introduced, available to taxpayers in advance of their passage.
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fies the holding period requirement for dividends to be taxed at the
tax rates applicable to net capital gain under section 1(h)(11) (en-
acted in section 302 of JGTRRA) by changing from 120 days to 121
days (and from 180 days to 181 days in the case of certain divi-
dends on preferred stock) the period within which a taxpayer may
satisfy the requirement.

Amendments Related to the Job Creation and Worker Assist-
ance Act of 2002

Bonus depreciation.—Section 101 of the Job Creation and Worker
Assistance Act of 2002 (“JCWA”) provides generally for 30-percent
additional first-year depreciation for qualifying property. Quali-
fying property is defined to include certain property subject to the
capitalization rules of section 263A by reason of having an esti-
mated production period exceeding 2 years or an estimated produc-
tion period exceeding 1 year and a cost exceeding $1 million (secs.
168(k)(2)(B)(W)III) and 263A(f)(1)(B)(ii) or (iii)). An unintended in-
terpretation of this rule could preclude property from qualifying for
bonus depreciation if it meets this description but is subject to the
capitalization rules of section 263A by reason of section
263A(f)(1)(B)({) (having a long useful life). The provision clarifies
that qualifying property includes such property that is subject to
the capitalization rules of section 263A and is described in the pro-
visions requiring an estimated production period exceeding 2 years
or an estimated production period exceeding 1 year and a cost ex-
ceeding $1 million.

Section 101 of JCWA provides a binding contract rule in deter-
mining property that qualifies for it. The requirements that must
be satisfied in order for property to qualify include that (1) the
original use of the property must commence with the taxpayer on
or after September 11, 2001, (2) the taxpayer must acquire the
property after September 10, 2001, and before September 11, 2004,
and (3) no binding written contract for the acquisition of the prop-
erty is in effect before September 11, 2001 (or, in the case of self-
constructed property, manufacture, construction, or production of
the property does not begin before September 11, 2001). In addi-
tion, JCWA provides a special rule in the case of certain leased
property. In the case of any property that is originally placed in
service by a person and that is sold to the taxpayer and leased
back to such person by the taxpayer within three months after the
date that the property was placed in service, the property is treat-
ed as originally placed in service by the taxpayer not earlier than
the date that the property is used under the leaseback. JCWA did
not specifically address the syndication of a lease by the lessor.

The provision clarifies that property qualifying for additional
first-year depreciation does not include any property if the user or
a related party to the user or owner of such property had a written
binding contract in effect for the acquisition of the property at any
time on or before September 10, 2001 (or, in the case of self-con-
structed property, the manufacture, construction, or production of
the property began on or before September 10, 2001). For example,
if a taxpayer sells to a related party property that was under con-
struction on or prior to September 10, 2001, the property does not
qualify for the additional first-year depreciation deduction. Simi-
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larly, if a taxpayer sells to a related party property that was sub-
ject to a binding written contract on or prior to September 10,
2001, the property does not qualify for the additional first-year de-
preciation deduction. As a further example, if a taxpayer sells prop-
erty and leases the property back in a sale-leaseback arrangement,
and the lessee had a binding written contract in effect for the ac-
quisition of such property on or prior to September 10, 2001, then
the lessor is not entitled to the additional first-year depreciation
deduction.

In addition, the provision provides that if property is originally
placed in service by a lessor (including by operation of section Code
168(k)(2)(D)(1)), such property is sold within three months after the
date that the property was placed in service, and the user of such
property does not change, then the property is treated as originally
placed in service by the taxpayer not earlier than the date of such
sale.

Five-year carryback of net operating losses (“NOLs”).—Section
102 of JCWA temporarily extends the NOL carryback period to five
years (from two years, or three years in certain cases) for NOLs
arising in taxable years ending in 2001 and 2002. The JCWA was
enacted in March 2002, after some taxpayers had filed returns for
2001.

The provision (1) clarifies that only the NOLs arising in taxable
years ending in 2001 and 2002 qualify for the 5-year period, and
(2) provides that any election to forego any carrybacks of NOLs
arising in 2001 or 2002 can be revoked prior to November 1, 2002.
The provision also allows taxpayers until November 1, 2002, to use
the tentative carryback adjustment procedures of section 6411 for
NOLs arising in 2001 and 2002 (without regard to the 12-month
limitation in section 6411). In addition, the provision clarifies that
an election to disregard the 5-year carryback for certain NOLs is
treated as timely made if made before November 1, 2002 (notwith-
standing that section 172(j) requires the election to be made by the
due date (including extensions) for filing the taxpayer’s return for
the year of the loss).271

The provision also makes several clerical changes to the NOL
provisions relating to the alternative minimum tax.

New York Liberty Zone bonus depreciation.—Section 301 of
JCWA provides tax benefits for the area of New York City dam-
aged in terrorist attacks on September 11, 2001 (an area defined
in the provision and named the New York Liberty Zone). Under
these rules, an additional first-year depreciation deduction is al-
lowed equal to 30 percent of the adjusted basis of qualified New
York Liberty Zone (“Liberty Zone”) property. A taxpayer is allowed
to elect out of the additional first-year depreciation for any class of
property for any taxable year. In addition, the Act provides a spe-
cial rule in the case of certain leased property. In the case of any
property that is originally placed in service by a person and that
is sold to the taxpayer and leased back to such person by the tax-
payer within three months after the date that the property was
placed in service, the property would be treated as originally placed

271The corrections are consistent with the guidance issued by the IRS (Rev. Proc. 2002-40,
2002-1 C.B. 1096).
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in service by the taxpayer not earlier than the date that the prop-
erty is used under the leaseback. JCWA did not specifically address
the syndication of a lease by the lessor.

The provision clarifies that property qualifying for additional
first-year depreciation does not include any property if the user or
a related party to the user or owner of such property had a written
binding contract in effect for the acquisition of the property at any
time before September 11, 2001 (or in the case of self constructed
property the manufacture, construction, or production of the prop-
erty began before September 11, 2001). In addition, the provision
provides that if property is originally placed in service by a lessor
(including by operation of section 168(k)(2)(D)(i)), such property is
sold within three months after the date that the property was
placed in service, and the user of such property does not change,
then the property is treated as originally placed in service by the
taxpayer not earlier than the date of such sale.

New York Liberty Zone expensing.—Section 301 of JCWA in-
creases the amount a taxpayer may expense under section 179 to
the lesser of $35,000 or the cost of Liberty Zone property placed in
service for the year. In addition, section 301(a) of the Act states
that if property qualifies for both the general additional first-year
depreciation and Liberty Zone additional first-year depreciation, it
is deemed to be eligible for the general additional first-year depre-
ciation and is not considered Liberty Zone property (i.e., only one
30-percent additional first-year depreciation deduction is allowed).
Because only Liberty Zone property is eligible for the increased sec-
tion 179 expensing amount, this rule has the unintended con-
sequence of denying the increased section 179 expensing to Liberty
Zone property. The provision corrects this unintended result (such
that qualifying Liberty Zone property qualifies for both the 30-per-
cent additional first-year depreciation and the additional section
179 expensing).

Provide election out of Liberty Zone five-year depreciation for
leasehold improvements.—Code section 1400L(c), as added by sec-
tion 301 of JCWA, provides for a 5-year recovery period for depre-
ciation of qualified New York Liberty Zone leasehold improvement
property that is placed in service after September 10, 2001, and be-
fore January 1, 2007 (and meets certain other requirements). Un-
like the rules relating to bonus depreciation and to Liberty Zone
bonus depreciation property (see Code sections 168(k)(2)(C)(iii) and
1400L(b)(2)(C)(iv)), which permit a taxpayer to elect out, this 5-
year depreciation rule is not elective. The provision adds a rule per-
mitting taxpayers to elect out of the 5-year recovery period.

Interest rate for defined benefit plan funding requirements.—Sec-
tion 405(c) of JCWA increases the interest rate used in determining
the amount of unfunded vested benefits for PBGC variable rate
premium purposes for plan years beginning in 2002 or 2003 from
85 percent to 100 percent of the interest rate on 30-year Treasury
securities for the month preceding the month in which the applica-
ble plan year begins. The provision makes conforming changes so
that this rule applies for purposes of notices and reporting required
under Title IV of ERISA with respect to underfunded plans.

Exclusion for employer-provided adoption assistance.—The provi-
sion corrects an incorrect reference in a technical correction to a
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provision relating to the exclusion for employer-provided adoption
assistance.

Amendments Related to the Economic Growth and Tax Relief
Reconciliation Act of 2001

Coverdell education savings accounts.—The provision corrects the
application of a conforming change to the rule coordinating Cover-
dell education savings accounts with Hope and Lifetime Learning
credits and qualified tuition programs. The conforming change was
made in connection with the expansion of Coverdell education sav-
ings accounts to elementary and secondary education expenses in
section 401 of the Economic Growth and Tax Relief Reconciliation
Act of 2001 (“EGTRRA”).

Base period for cost-of-living adjustments to Indian employment
credit rule.—The Indian employment credit is not available with re-
spect to an employee whose wages exceed $30,000 (sec. 45A). For
years after 1994, this $30,000 amount is adjusted for cost-of-living
increases at the same time, and in the same manner, as cost-of-liv-
ing adjustments to the dollar limits on qualified retirement plan
benefits and contributions under section 415. Section 611 of
EGTRAA increases the dollar limits under section 415 and adds a
new base period for making cost-of-living adjustments. The provi-
sion clarifies that the pre-existing base period applies for purposes
of the Indian employment credit.

Rounding rule for retirement plan benefit and contribution lim-
its.—Section 611 of EGTRRA increases the dollar limits on quali-
fied retirement plan benefits and contributions under Code section
415, and adds a new rounding rule for cost-of-living adjustments to
the dollar limit on annual additions to defined contribution plans.
This new rounding rule is in addition to a pre-existing rounding
rule that applies to benefits payable under defined benefit plans.
The provision clarifies that the pre-existing rounding rule applies
for purposes of other Code provisions that refer to Code section 415
and do not contain a specific rounding rule.

Excise tax on nondeductible contributions.—Under section 614 of
EGTRRA, the limits on deductions for employer contributions to
qualified retirement plans do not apply to elective deferrals, and
elective deferrals are not taken into account in applying the deduc-
tion limits to other contributions. The provision makes a con-
forming change to the Code provision that applies an excise tax to
nondeductible contributions.

SIMPLE plan contributions for domestic or similar workers.—
Section 637 of EGTRRA provides an exception to the application of
the excise tax on nondeductible retirement plan contributions in
the case of contributions to a SIMPLE IRA or SIMPLE section
401(k) plan that are nondeductible solely because they are not
made in connection with a trade or business of the employer (e.g.,
contributions on behalf of a domestic worker). Section 637 of
EGTRRA did not specifically modify the present-law requirement
that compensation for purposes of determining contributions to a
SIMPLE plan must be wages subject to income tax withholding,
even though wages paid to domestic workers are not subject to in-
come tax withholding. The provision revises the definition of com-
pensation for purposes of determining contributions to a SIMPLE
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plan to include wages paid to domestic workers, even though such
amounts are not subject to income tax withholding.

Rollovers among various types of retirement plans.—Section 641
of EGTRRA expanded the rollover rules to allow rollovers among
various types of tax-favored retirement plans. The provision makes
a conforming change to the cross-reference to the rollovers rules in
the Code provision relating to qualified retirement annuities.

Amendment Related to the Community Renewal Tax Relief
Act of 2000

Tax treatment of options and securities futures contracts.—The
provision clarifies that the Secretary of the Treasury has the au-
thority to prescribe regulations regarding the status of an option or
a contract the value of which is determined directly or indirectly
by reference to an index which becomes (or ceases to be) a narrow-
based security index (as defined in section 1256(g)(6)). This author-
ity includes, but is not limited to, regulations that provide for pre-
serving the status of such an option or contract as appropriate.

Amendments Related to the Taxpayer Relief Act of 1997

Qualified tuition programs.—Section 211 of the Taxpayer Relief
Act of 1997 modified section 529(c)(5), relating to gift tax rules for
qualified tuition programs, but did not include in the statutory lan-
guage the requirement that, upon a change in the designated bene-
ficiary of the program, the new beneficiary must be a member of
the family of the old beneficiary for gift taxes not to apply. The leg-
islative history for the provision stated that the new beneficiary
had to be of the same generation as the old beneficiary and a mem-
ber of the family of the old beneficiary for gift taxes not to apply.
The provision clarifies that the gift taxes apply unless the new ben-
eficiary is of the same (or higher) generation than the old bene-
ficiary and is a member of the family of the old beneficiary.

Coverdell education savings accounts.—The provision corrects
Code section 530(d)(4)(B)(iii), relating to Coverdell education sav-
ings accounts, by substituting for the undefined term “account
holder” the defined term “designated beneficiary.”

Constructive sale exception.—Section 1001(a) of the Taxpayer Re-
lief Act of 1997 provides an exception from constructive sale treat-
ment for any transaction that is closed before the end of the thir-
tieth day after the close of the taxable year in which the trans-
action was entered into, provided certain requirements are met
after closing the transaction (section 1259(c)(3)). In the case of posi-
tions that are reestablished following a closed transaction but prior
to satisfying the requirements for the exception from constructive
sale treatment, the exception applies in a similar manner if the re-
established position itself is closed and similar requirements are
met after closing the reestablished position. The provision clarifies
that the exception applies in the same manner to all closed trans-
actions, including reestablished positions that are closed.

Basis adjustments for QZAB held by S corporation.—Under
present law, a shareholder of an S corporation that is an eligible
financial institution may claim a credit with respect to a qualified
zone academy bond (“QZAB”) held by the S corporation. The
amount of the credit is included in gross income of the shareholder.
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An unintended interpretation of these rules would be that the
shareholder’s basis in the stock of the S corporation is increased by
the amount of the income inclusion, notwithstanding that the ben-
efit of the credit flows directly to the shareholder rather than to
the corporation, and the corporation has no additional assets to
support the basis increase. The provision clarifies that the basis of
stock in an S corporation is not affected by the QZAB credit.

Capital gains and AMT.—The provision provides that the max-
imum amount of adjusted net capital gain eligible for the five-per-
cent rate under the alternative minimum tax is the excess of the
maximum amount of taxable income that may be taxed at a rate
of less than 25 percent under the regular tax (for example, $56,800
for a joint return in 2003) over the taxable income reduced by the
adjusted net capital gain.

The provision may be illustrated by the following example:

For example, assume that a married couple with no dependents
in 2003 has $32,100 of salary, $82,000 of long-term capital gain
from the sale of stock, $73,000 of itemized deductions consisting en-
tirely of state and local taxes and allowable miscellaneous itemized
deductions. For purposes of the regular tax, the taxable income is
$35,000 ($32,100 plus $82,000 minus $73,000 minus $6,100 deduc-
tion for personal exemptions). For purposes of the alternative min-
imum tax, the taxable excess is $56,100 ($32,100 plus $82,000 less
the $58,000 exemption amount).

The amount taxed under the regular tax at five percent is
$35,000 (the lesser of (i) taxable income ($35,000), (ii) adjusted net
capital gain ($82,000), or (iii) the excess of the maximum amount
taxed at the 10- and 15-percent rates ($56,800 in 2003) over the or-
dinary taxable income (zero)). Thus, the regular tax is $1,750.

Under prior law, $35,000 was taxed at five percent in computing
the alternative minimum tax (the lesser of (i) amount of the ad-
justed net capital gain which is taxed at the five percent under the
regular tax ($35,000), or (ii) the taxable excess ($56,100)). The re-
maining $21,100 of taxable excess was taxed at 15 percent, for a
total tentative minimum tax of $4,915.

Under the provision, in computing the alternative minimum tax,
$56,100 is taxed at five percent (the lesser of (i) the taxable excess
($56,100), (ii) the adjusted net capital gain ($82,000), or (iii) the ex-
cess of the maximum amount taxed at the 10- and 15-percent rates
under the regular tax ($56,800) over the ordinary taxable income
(zero)). The tentative minimum tax is $2,805.

Amendment Related to the Small Business Job Protection Act
of 1996

S corporation post-termination transition period.—Shareholders
of an S corporation whose status as an S corporation terminates
are allowed a period of time after the termination (the post-termi-
nation transition period (“PTTP”)) to utilize certain of the benefits
of S corporation status. The shareholders may claim losses and de-
ductions previously suspended due to lack of stock or debt basis up
to the amount of the stock basis as of the last day of the PTTP (sec.
1366(d)). Also, shareholders may receive cash distributions from
the corporation during the PTTP that are treated as returns of cap-
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ital to the extent of any balance in the S corporation’s accumulated
adjustments account (“AAA”) (sec. 1371(e)).

The PTTP generally begins on the day after the last day of the
corporation’s last tax year as an S corporation and ends on the
later of the day which is one year after such last day or the due
date for filing the return for such last year as an S corporation (in-
cluding extensions). Section 1307 of the Small Business Job Protec-
tion Act of 1996 added a new 120-day PTTP following an audit of
the corporation that adjusts an S corporation item of income, loss,
or deduction arising during the most recent period while the cor-
poration was an S corporation. This provision was enacted to allow
the tax-free distribution of any additional income determined in the
audit.

As a result of the 1996 legislation, an S corporation shareholder
might take the position that an audit adjustment allows the share-
holder to utilize suspended losses and deductions in excess of the
amount of the audit deficiency. For example, assume that, at the
end of the one-year PTTP following the termination of a corpora-
tion’s S corporation status, a shareholder has $1 million of sus-
pended losses in the corporation. Later, the shareholder purchases
additional stock in the corporation for $1 million. The corporation’s
audit determines a $25,000 increase in the S corporation’s income.
Although the $25,000 increase in income would allow $25,000 of
suspended losses to be allowed, the shareholder might take the po-
sition that the entire $1,000,000 of suspended losses could be uti-
lized during the 120-day PTTP following the end of the audit. Simi-
larly, an S corporation that had failed to distribute the entire
amount in its AAA during the one-year PTTP following the loss of
S corporation status might argue that it could distribute that
amount, in addition to the amount determined in the audit, during
the 120-day period following the audit.

The provision provides that the 120-day PTTP added by the 1996
Act does not apply for purposes of allowing suspended losses to be
deducted (since the increased income determined in the audit can
be offset with the losses), and allows tax-free distributions of
money by the corporation during the 120-day period only to the ex-
tent of any increase in the AAA by reason of adjustments from the
audit.

Defined contribution plans.—The Small Business Job Protection
Act of 1996 amended section 401(a)(26) (generally requiring that a
qualified retirement plan benefit the lesser of 50 employees or 40
percent of the employer’s workforce) so that it no longer applies to
defined contribution plans. Section 401(a)(26)(C) (which treats em-
ployees as benefiting in certain circumstances) was not repealed
even though it relates only to defined contribution plans. The provi-
sion repeals section 401(a)(26)(C).

Clerical amendments

The provision makes a number of clerical and typographical
amendments.



PART SIXTEEN: TO CLARIFY THE TAX TREATMENT OF
BONDS AND OTHER OBLIGATIONS ISSUED BY THE
GOVERNMENT OF AMERICAN SAMOA (PUBLIC LAW
108-326) 272

A. Clarification of Tax Treatment of Bonds and Other Obli-
gations Issued by the Government of American Samoa
(secs. 1 and 2 of the Act)

Present and Prior Law

The interest on obligations issued by American Samoa is gen-
erally exempt from Federal income tax.273 This is consistent with
the treatment of interest on obligations issued by other possessions
of the United States. Prior law did not, however, provide an exemp-
tion from State, local, and territorial taxes for the interest paid on
all obligations issued by American Samoa.274 Rather, prior law only
provided an exemption from State, local, and territorial taxes for
certain industrial development bonds issued by American
Samoa.275 In contrast, Congress has provided statutory exemptions
from State, local, and territorial taxes for all obligations issued by
Guam,276 the Virgin Islands,277 Puerto Rico,278 and the Northern
Mariana Islands,27? in addition to the exemption from Federal in-
come tax.

Explanation of Provision

The Act provides that the interest on any obligation issued by
the Government of American Samoa is exempt from State, local,

272H.R. 982. The House Committee on Judiciary reported the bill on May 15, 2003, (H.R. Rep.
No. 108-102, Part I) and the House Committee on Resources reported the bill on October 7,
2003, (H.R. Rep. No. 108-102 Part II). The House passed the bill on the suspension calendar
on November 4, 2003. The Senate Committee on Finance reported the bill, without amendment,
on July 20, 2004. The Senate passed the bill by unanimous consent on September 29, 2004. The
President signed the bill on October 16, 2004.

27326 U.S.C. sec. 103(c).

27448 U.S.C. sec. 1670.

27548 U.S.C. sec. 1670(b). The power of Congress to make rules and regulations respecting
“the Territory or other Property belonging to the United States” is generally derived from Article
IV, section 3, clause 2 of the Constitution.

276 “All bonds issued by the government of Guam or by its authority shall be exempt . . . from
taxation by the Government of the United States or by the government of Guam, or by any
State or Territory or any political subdivision thereof, or by the District of Columbia.” 48 U.S.C.
sec. 1423a.

277 Bonds issued by the government of the Virgin Islands are “exempt from taxation . . . by
any State, Territory, or possession or by any political subdivision of any State, Territory, or pos-
session, or by the District of Columbia.” 48 U.S.C. sec. 1403.

278 “All bonds issued by the Government of Puerto Rico, or by its authority, shall be exempt
from taxation by the Government of the United States, or by the Government of Puerto Rico
or of any political or municipal subdivision thereof, or by any State, Territory, or possession,
or by any county, municipality, or other municipal subdivision of any State, Territory, or posses-
sion of the United States, or by the District of Columbia.” 48 U.S.C. sec. 745.

279 Bonds issued by the Northern Mariana Islands are “exempt, as to principal and interest,
from taxation by the United States, or by any State, territory or possession of the United States,
or any political subdivision of any of them.” 48 U.S.C. sec. 1801.

(164)
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and territorial taxes. This exemption does not apply to gift, estate,
inheritance, legacy, succession, or other wealth transfer taxes.

Effective Date

The provision is effective for obligations issued after the date of
enactment (October 16, 2004).



PART SEVENTEEN: AMERICAN JOBS CREATION ACT OF
2004 (PUBLIC LAW 108-357) 280

I. PROVISIONS RELATING TO REPEAL OF EXCLUSION
FOR EXTRATERRITORIAL INCOME

A. Repeal of Extraterritorial Income Regime (sec. 101 of the
Act and secs. 114 and 941 through 943 of the Code)

Present and Prior Law

Like many other countries, the United States has long provided
export-related benefits under its tax law. In the United States, for
most of the last two decades, these benefits were provided under
the foreign sales corporation (“FSC”) regime. In 2000, the European
Union succeeded in having the FSC regime declared a prohibited
export subsidy by the World Trade Organization (“WTO”). In re-
sponse to this WTO finding, the United States repealed the FSC
rules and enacted a new regime, under the FSC Repeal and
Extraterritorial Income Exclusion Act of 2000.281 The European
Union immediately challenged the extraterritorial income (“ETT”)
regime in the WTO, and in January of 2002 the WTO Appellate
Body held that the ETI regime also constituted a prohibited export
subsidy under the relevant trade agreements.

Under the ETI regime, an exclusion from gross income applies
with respect to “extraterritorial income,” which is a taxpayer’s
gross income attributable to “foreign trading gross receipts.” This
income is eligible for the exclusion to the extent that it is “quali-
fying foreign trade income.” Qualifying foreign trade income is the
amount of gross income that, if excluded, would result in a reduc-
tion of taxable income by the greatest of: (1) 1.2 percent of the for-
eign trading gross receipts derived by the taxpayer from the trans-
action; (2) 15 percent of the “foreign trade income” derived by the
taxpayer from the transaction;282 or (3) 30 percent of the “foreign
sale ar;ggleasing income” derived by the taxpayer from the trans-
action.

280 H.R. 4520. The House Committee on Ways and Means reported the bill on June 16, 2004
(H.R. Rep. No. 108-548). The House passed the bill on June 17, 2004. The Senate Committee
on Finance reported S. 1637 on November 7, 2003 (S. Rep. No. 108-192). The Senate passed
H.R. 4520, as amended by the provisions of S. 1637, on July 15, 2004. The conference report
was filed on October 7, 2004 (H.R. Rep No. 108-755), and was passed by the House on October
7, 2004, and the Senate on October 11, 2004. The President signed the bill on October 22, 2004.

281 Transition rules delayed the repeal of the FSC rules and the effective date of ETI for trans-
actions before January 1, 2002. An election was provided, however, under which taxpayers could
adopt ETI at an earlier date for transactions after September 30, 2000. This election allowed
the ETI rules to apply to transactions after September 30, 2000, including transactions occur-
ring pursuant to pre-existing binding contracts.

282“Foreign trade income” is the taxable income of the taxpayer (determined without regard
to the exclusion of qualifying foreign trade income) attributable to foreign trading gross receipts.

283 “Foreign sale and leasing income” is the amount of the taxpayer’s foreign trade income
(with respect to a transaction) that is properly allocable to activities that constitute foreign eco-
nomic processes. Foreign sale and leasing income also includes foreign trade income derived by

(166)
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Foreign trading gross receipts are gross receipts derived from
certain activities in connection with “qualifying foreign trade prop-
erty” with respect to which certain economic processes take place
outside of the United States. Specifically, the gross receipts must
be: (1) from the sale, exchange, or other disposition of qualifying
foreign trade property; (2) from the lease or rental of qualifying for-
eign trade property for use by the lessee outside the United States;
(8) for services which are related and subsidiary to the sale, ex-
change, disposition, lease, or rental of qualifying foreign trade
property (as described above); (4) for engineering or architectural
services for construction projects located outside the United States;
or (5) for the performance of certain managerial services for unre-
lated persons. A taxpayer may elect to treat gross receipts from a
transaction as not foreign trading gross receipts. As a result of
such an election, a taxpayer may use any related foreign tax cred-
its in lieu of the exclusion.

Qualifying foreign trade property generally is property manufac-
tured, produced, grown, or extracted within or outside the United
States that is held primarily for sale, lease, or rental in the ordi-
nary course of a trade or business for direct use, consumption, or
disposition outside the United States. No more than 50 percent of
the fair market value of such property can be attributable to the
sum of: (1) the fair market value of articles manufactured outside
the United States; and (2) the direct costs of labor performed out-
side the United States. With respect to property that is manufac-
tured outside the United States, certain rules are provided to en-
sure consistent U.S. tax treatment with respect to manufacturers.

Reasons for Change

While recognizing that there are problems with the WTO dispute
settlement system that need to be addressed, the Congress believed
it is important that the United States, and all members of the
WTO, make every effort to come into compliance with their WTO
obligations. The Appellate Body found that the ETI regime con-
stitutes a prohibited export-contingent subsidy contrary to U.S. ob-
ligations under the WTO. The Congress believed that the ETI re-
gime should be repealed, and that it was necessary and appropriate
to provide transition relief comparable to that which has been in-
cluded in measures taken by WTO members to bring their laws
into compliance with WTO decisions and obligations.

In developing a transition for this provision, the Congress was
guided by the latitude demonstrated by the United States toward
the European Union in the context of the so-called “Bananas” dis-
pute. With respect to both the Bananas and FSC/ETI disputes, the
efforts to comply with the applicable WTO decisions entail the siz-
able disruption of commercial relations and expectations that de-
veloped over the course of decades.

In the Bananas case, the United States joined other complain-
ants in challenging the European Union’s banana import regime
under the WTO. The United States and the European Union even-
tually reached an Understanding to resolve the WTO dispute over

the taxpayer in connection with the lease or rental of qualifying foreign trade property for use
by the lessee outside the United States.
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the European Union’s import regime for bananas. By virtue of that
Understanding, the European Union imposed a transitional banana
import regime that will not end until seven years after the initial
deadline established by the WTO for the European Union to come
into compliance. The European Union subsequently obtained from
the Doha Ministerial Conference of the WTO a waiver from para-
graphs 1 and 2 of Article XIII of the GATT 1994 with respect to
its transitional banana import regime. That waiver was necessary
for the transitional banana import regime to remain consistent
with the WTO obligations of the European Union. The United
States did not object to that waiver. The United States also did not
object to a second waiver granted to the European Union by the
Doha Ministerial Conference, under which paragraph 1 of Article
I of the GATT 1994 was waived with respect to the European
Union’s preferential tariff treatment for products originating in the
African, Caribbean and Pacific Group of States. This latter waiver
extends until December 31, 2007. As a result of the foregoing waiv-
ers consented to by the United States, the European Union will not
be required to grant non-discriminatory market access for bananas
until a full nine years after the compliance deadline established by
the WTO. The Congress noted that the transition provided for in
the provision expires well before the nine-year anniversary of the
compliance deadline established by the WTO with respect to the
FSC regime. Just as the European Union approached the issue of
compliance in the Bananas dispute, the Congress believed that it
is necessary and appropriate to provide a reasonable transition pe-
riod during which the affected businesses may adjust to the new
environment following repeal of the ETI regime.

A second transitional element provided for in the provision is the
grandfathering of existing contracts entered into under the FSC
and ETI tax regimes. These contracts are comprised primarily of
long-term leasing arrangements. These arrangements typically en-
tail a U.S. lessor purchasing the manufactured good from the man-
ufacturer and subsequently entering into a long-term lease with a
foreign lessee. Under these circumstances, the FSC/ETI tax benefit
accrues to the lessor rather than the manufacturer of the leased
good. The lessor must report the FSC/ETI tax benefit immediately
for purposes of financial statement accounting under generally ac-
cepted accounting principles.

Leasing is a service and is recognized as such within the WTO.
The provision of non-discriminatory subsidies to service suppliers is
not prohibited under the WTO General Agreement on Trade in
Services (“GATS”). Thus, an extension of FSC/ETI benefits for sup-
pliers of leasing services under existing long-term contracts does
not appear to be inconsistent with the WTO obligations of the
United States under GATS. Moreover, the extension of FSC/ETI
benefits for existing long-term leasing contracts will have no effect
on future exports. Accordingly, a principal rationale for the Euro-
pean Union’s challenge to the FSC/ETI regimes is not implicated
because future trade patterns will not be distorted by virtue of the
grandfather clause. On the other hand, the absence of a grand-
father clause for existing long-term contracts would effectively dic-
tate winners and losers based upon preexisting contractual rela-
tionships, and would inflict additional harm by forcing lessors to
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restate their financial statements. Neither of those outcomes was
equitable in the view of the Congress, nor did the architects of the
WTO dispute settlement system contemplate such punitive results.
Accordingly, the Congress believed it was necessary and appro-
priate to continue to provide FSC and ETI tax benefits to existing
long-term contracts that currently benefit from the FSC/ETI tax re-
gimes.

The Congress also believed that it was important to use the op-
portunity afforded by the repeal of the ETI regime to reform the
U.S. tax system in a manner that makes U.S. businesses and work-
ers more productive and competitive. To this end, the Congress be-
lieved that it was important to provide tax cuts to U.S. domestic
manufacturers and to update the U.S. international tax rules,
which are over 40 years old and which the Congress concluded
made U.S. companies uncompetitive in the United States and
abroad. The Congress believed that the replacement tax regime
provided for in the Act was consistent with U.S. obligations under
the WTO and brought the United States into compliance with the
Appellate Body decision.

Explanation of Provision

The Act repeals the ETI exclusion. For transactions prior to
2005, taxpayers retain 100 percent of their ETI benefits. For trans-
actions after 2004, the Act provides taxpayers with 80 percent of
their otherwise-applicable ETI benefits for transactions during
2005 and 60 percent of their otherwise-applicable ETI benefits for
transactions during 2006. However, the Act provides that the ETI
exclusion provisions remain in effect for transactions in the ordi-
nary course of a trade or business if such transactions are pursuant
to a binding contract 284 between the taxpayer and an unrelated
person and such contract is in effect on September 17, 2003, and
at all times thereafter.

In addition, foreign corporations that elected to be treated for all
Federal tax purposes as domestic corporations in order to facilitate
the claiming of ETI benefits are allowed to revoke such elections
within one year of the date of enactment of the Act without rec-
ognition of gain or loss, subject to anti-abuse rules.

Effective Date

The provision is effective for transactions after December 31,
2004.

284 This rule also applies to a purchase option, renewal option, or replacement option that is
included in such contract. For this purpose, a replacement option will be considered enforceable
against a lessor notwithstanding the fact that a lessor retained approval of the replacement les-
see.
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B. Deduction Relating to Income Attributable to United
States Production Activities (sec. 102 of the Act and new
sec. 199 of the Code)

Present and Prior Law

Under prior law, there was no provision in the Code that gen-
erally permitted taxpayers to claim a deduction equal to a percent-
age of taxable income attributable to domestic production activities.

Reasons for Change

The Congress believed that creating new jobs is an essential ele-
ment of economic recovery and expansion, and that tax policies de-
signed to foster economic strength also will contribute to the con-
tinuation of the recent increases in employment levels. To accom-
plish this objective, the Congress believed that it should enact tax
laws that enhance the ability of domestic businesses, and domestic
manufacturing firms in particular, to compete in the global market-
place. The Congress further believed that it should enact tax laws
that enable small businesses to maintain their position as the pri-
mary source of new jobs in this country.

The Congress understood that simply repealing the ETI regime,
while bringing our tax laws into compliance with our obligations
under the WTO, would diminish the prospects for recovery from
the recent economic downturn by the manufacturing sector. Con-
sequently, the Congress believed that it was appropriate and nec-
essary to replace the ETI regime with new provisions that reduce
the tax burden on domestic manufacturers, including small busi-
nesses engaged in manufacturing. The Congress was of the view
that a reduced tax burden on domestic manufacturers will improve
the cash flow of domestic manufacturers and make investments in
domestic manufacturing facilities more attractive. Such investment
W{)ll assist in the creation and preservation of U.S. manufacturing
jobs.

Explanation of Provision

In general

The Act provides a deduction equal to a specified percent of the
lesser of the taxpayer’s (1) qualified production activities income or
(2) taxable income (determined without regard to this deduction)
for the taxable year.285 For taxable years beginning after 2009, the
percent is nine percent; for taxable years beginning in 2005 and
2006, the percent is three percent; and for taxable years beginning
2007, 2008, and 2009, the percent is six percent. However, the de-
duction for a taxable year is limited to 50 percent of the wages paid
by the taxpayer during the calendar year that ends in such taxable
year.286 In the case of corporate taxpayers that are members of cer-

285In the case of an individual, the limit is applied using adjusted gross income rather than
taxable income.

286 For purposes of the Act, “wages” include the sum of the aggregate amounts of wages and
elective deferrals that the taxpayer is required to include on statements with respect to the em-
ployment of employees of the taxpayer during the taxpayer’s taxable year. Elective deferrals in-
clude elective deferrals as defined in section 402(g)(3), amounts deferred under section 457, and,
for taxable years beginning after December 31, 2005, designated Roth contributions (as defined
in section 402A). The Act does not specifically require such statements (i.e., Forms W-2) actu-
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tain affiliated groups287, the deduction is determined by treating
all members of such groups as a single taxpayer and the deduction
is allocated among such members in proportion to each member’s
respective amount (if any) of qualified production activities income.

Qualified production activities income

In general, “qualified production activities income” is equal to do-
mestic production gross receipts, reduced by the sum of: (1) the
costs of goods sold that are allocable to such receipts;288 (2) other
deductions, expenses, or losses that are directly allocable to such
receipts; and (3) a proper share of other deductions, expenses, and
losses that are not directly allocable to such receipts or another
class of income.289

Domestic production gross receipts

“Domestic production gross receipts” generally are gross receipts
of a taxpayer that are derived from: (1) any sale, exchange or other
disposition, or any lease, rental or license, of qualifying production
property that was manufactured, produced, grown or extracted by
the taxpayer in whole or in significant part within the United
States;290 (2) any sale, exchange or other disposition, or any lease,
rental or license, of qualified film produced by the taxpayer; (3) any
sale, exchange or other disposition electricity, natural gas, or pota-
ble water produced by the taxpayer in the United States; (4) con-

ally to be filed, and does not specify whether the employees must be the common law employees
of the taxpayer. However, it is intended that a taxpayer may take into account only wages that
are paid to the common law employees of the taxpayer and that are reported on a Form W-
2 filed with the Social Security Administration no later than 60 days after the extended due
date for the Form W-2. Thus, the taxpayer may not take into account wages that were not actu-
ally reported. A technical correction may be necessary so that the statute reflects this intent,
and to address situations in which the employer uses an agent to report its wages.

287 Members of an expanded affiliated group for purposes of the provision generally include
those corporations which would be members of an affiliated group if such membership were de-
termined based on an ownership threshold of “more than 50%” rather than “at least 80%.” A
technical correction may be necessary to reflect this intent.

288 For purposes of determining such costs, any item or service that is imported into the
United States without an arm’s length transfer price shall be treated as acquired by purchase,
and its cost shall be treated as not less than its value when it entered the United States. A
similar rule shall apply in determining the adjusted basis of leased or rented property where
the lease or rental gives rise to domestic production gross receipts. With regard to property pre-
viously exported by the taxpayer for further manufacture, the increase in cost or adjusted basis
shall not exceed the difference between the value of the property when exported and the value
of the property when re-imported into the United States after further manufacture. Except as
provided by the Secretary, the value of property for this purpose shall be its customs value (as
defined in section 1059A(b)(1)).

289 The Secretary shall prescribe rules for the proper allocation of items of income, deduction,
expense, and loss for purposes of determining qualified production activities income. Where ap-
propriate, such rules shall be similar to and consistent with relevant present-law rules (e.g., sec.
263A, in determining the cost of goods sold, and sec. 861, in determining the source of such
items). Other deductions, expenses or losses that are directly allocable to such receipts include,
for example, selling and marketing expenses. A proper share of other deductions, expenses, and
losses that are not directly allocable to such receipts or another class of income include, for ex-
ample, general and administrative expenses allocable to selling and marketing expenses. It is
intended that, in computing qualified production activities income, the domestic production ac-
tivities deduction itself is not an allocable deduction. In addition, no inference is intended with
regard to the interpretive relationship between the cost allocation rules provided in this provi-
sion and cost allocation rules provided in provisions elsewhere in the Act (e.g., incentives to rein-
vest foreign earnings in the United States). Technical corrections may be necessary so that the
statute reflects this intent.

290 Domestic production gross receipts include gross receipts of a taxpayer derived from any
sale, exchange or other disposition of agricultural products with respect to which the taxpayer
performs storage, handling or other processing activities (other than transportation activities)
within the United States, provided such products are consumed in connection with, or incor-
porated into, the manufacturing, production, growth or extraction of qualifying production prop-
erty (whether or not by the taxpayer).
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struction activities performed in the United States;291 or (5) engi-
neering or architectural services performed in the United States for
construction projects located in the United States.292 However, do-
mestic production gross receipts do not include any gross receipts
of the taxpayer derived from property that is leased, licensed or
rented by the taxpayer for use by any related person.293

Sale of food or beverages prepared at a retail establishment

The Act provides that domestic production gross receipts do not
include any gross receipts of the taxpayer that are derived from the
sale of food or beverages prepared by the taxpayer at a retail estab-
lishment. It is intended that food processing, which generally is a
qualified production activity under the Act, does not include food
preparation activities carried out at a retail establishment. Thus,
under the Act, while the gross receipts of a meat packing establish-
ment are qualified domestic production gross receipts, the activities
of a master chef who creates a venison sausage for his or her res-
taurant menu cannot be construed as a qualified production activ-
ity.

However, it is recognized that some taxpayers may own facilities
at which the predominant activity is domestic production as de-
fined in the Act and other facilities at which they engage in the re-
tail sale of the taxpayer’s produced goods and also sell food and
beverages that are prepared by the taxpayer at the retail establish-
ment. It is intended that the Act draw a distinction between activi-
ties that constitute domestic production under the Act and other
activities. Therefore, it is not intended that the retail activities of
the taxpayer, which themselves do not constitute domestic produc-
tion under the Act, also disqualify other activities of the taxpayer
that do constitute domestic production under the Act. As is the case
under the Act generally, with respect to gross receipts that are at-
tributable to both domestic production activities and other activi-
ties performed by the taxpayer, gross receipts that are attributable
to both the domestic production of food or beverages by the tax-
payer and the sale of food or beverages prepared by the taxpayer
at a retail establishment are to be allocated or apportioned between
the domestic production activities and retail activities, including
circumstances in which the food or beverages domestically pro-

291 For this purpose, construction activities include activities that are directly related to the
erection or substantial renovation of residential and commercial buildings and infrastructure.
Substantial renovation would include structural improvements, but not mere cosmetic changes,
such as painting that is not performed in connection with activities that otherwise constitute
substantial renovation.

292With regard to the definition of “domestic production gross receipts” as it relates to con-
struction performed in the United States and engineering or architectural services performed
in the United States for construction projects in the United States, it is intended that the term
refer only to gross receipts derived from the construction of real property by a taxpayer engaged
in the active conduct of a construction trade or business, or from engineering or architectural
services performed with respect to real property by a taxpayer engaged in the active conduct
of an engineering or architectural services trade or business. Technical corrections may be nec-
essary so that the statute reflects this intent.

2931t is intended that principles similar to those under the present-law extraterritorial income
regime apply for this purpose. See Temp. Treas. Reg. sec. 1.927(a)-1T(f)(2)(1). For example, this
exclusion generally does not apply to property leased by the taxpayer to a related person if the
property is held for sublease, or is subleased, by the related person to an unrelated person for
the ultimate use of such unrelated person. Similarly, the license of computer software to a re-
lated person for reproduction and sale, exchange, lease, rental or sublicense to an unrelated per-
son for the ultimate use of such unrelated person is not treated as excluded property by reason
of the license to the related person.
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duced by the taxpayer also are involved subsequently in the prepa-
ration of food or beverages by the taxpayer at a retail establish-
ment.

For example, assume that the taxpayer buys coffee beans and
roasts those beans at a facility, the primary activity of which is the
roasting and packaging of roasted coffee. The taxpayer sells the
roasted coffee beans (either whole or ground) through a variety of
unrelated third-party vendors and also sells roasted coffee beans at
the taxpayer’s own retail establishments. In addition, at the tax-
payer’s retail establishments, the taxpayer prepares brewed coffee
and other foods. Consistent with the general operation of the Act,
it is intended that to the extent the gross receipts of the taxpayer’s
retail establishment represent receipts from the sale of its roasted
coffee beans to customers, the receipts are qualified domestic pro-
duction gross receipts, but to the extent that the gross receipts of
the taxpayer’s retail establishment represent receipts from the sale
of brewed coffee or food prepared at the retail establishment, the
receipts are not qualified domestic production gross receipts. To the
extent that the taxpayer uses its own roasted coffee beans in the
brewing of coffee at the taxpayer’s retail establishment, the tax-
payer may allocate part of the receipts from the sale of the brewed
coffee as qualified domestic production gross receipts to the extent
of the value of the roasted coffee beans used to brew the coffee. It
is anticipated that the Secretary will provide guidance drawing on
the principles of section 482 by which such a taxpayer can allocate
gross receipts between qualified domestic production gross receipts
and other, nonqualified, gross receipts. In the preceding example,
the taxpayer’s sales of roasted coffee beans to unrelated third par-
ties would provide a value for the beans used in brewing a cup of
coffee for retail sale.

It is intended that the disqualification of gross receipts derived
from the sale of food and beverage prepared by the taxpayer at a
retail establishment not be construed narrowly to apply only to es-
tablishments at which customers dine on premises. The receipts of
a facility that prepares food and beverage solely for take out serv-
ice would not be qualified production gross receipts. Likewise, it is
intended that the disqualification of gross receipts derived from the
sale of food and beverages prepared by the taxpayer need not be
limited to retail establishments primarily engaged in the dining
trade. For example, if a taxpayer operates a supermarket and as
part of the supermarket the taxpayer operates an in-store bakery,
the same allocation described above would apply to determine the
extent to which the taxpayer’s gross receipts represent qualified do-
mestic production gross receipts.

Electricity, natural gas, or potable water transmission or
distribution

Although domestic production gross receipts include the gross re-
ceipts from the production in the United States of electricity, gas,
and potable water, the Act excludes gross receipts from the trans-
mission or distribution of electricity, gas, and potable water. Thus,
in the case of a taxpayer who owns a facility for the production of
electricity (either as part of a regulated utility or an independent
power facility), the taxpayer’s gross receipts from the production of
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electricity at that facility are qualified domestic production gross
receipts. However, to the extent that the taxpayer is an integrated
producer that generates electricity and delivers electricity to end
users, any gross receipts properly attributable to the transmission
of electricity from the generating facility to a point of local distribu-
tion and any gross receipts properly attributable to the distribution
of electricity to final customers are not qualified domestic produc-
tion gross receipts.

For example, taxpayer A owns a wind turbine that generates
electricity and taxpayer B owns a high-voltage transmission line
that passes near taxpayer A’s wind turbine and ends near the sys-
tem of local distribution lines of taxpayer C. Taxpayer A sells the
electricity produced at the wind turbine to taxpayer C and con-
tracts with taxpayer B to transmit the electricity produced at the
wind turbine to taxpayer C who sells the electricity to his or her
customers using taxpayer C’s distribution network. The gross re-
ceipts received by taxpayer A for the sale of electricity produced at
the wind turbine constitute qualifying domestic production gross
receipts. The gross receipts of taxpayer B from transporting tax-
payer A’s electricity to taxpayer C are not qualifying domestic pro-
duction gross receipts. Likewise, the gross receipts of taxpayer C
from distributing the electricity are not qualifying domestic produc-
tion gross receipts. Also, if taxpayer A made direct sales of elec-
tricity to customers in taxpayer C’s service area and taxpayer C re-
ceived remuneration for the distribution of electricity, the gross re-
ceipts of taxpayer C are not qualifying domestic production gross
receipts. If taxpayers A, B, and C are all related taxpayers, then
taxpayers A, B, and C must allocate gross receipts to production ac-
tivities, transmission activities, and distribution activities in a
manner consistent with the preceding example.

The same principles apply in the case of the natural gas and
water supply industries. In the case of natural gas, production ac-
tivities generally are all activities involved in extracting natural
gas from the ground and processing the gas into pipeline quality
gas. Such activities would produce qualifying domestic production
gross receipts. However, gross receipts of a taxpayer attributable to
transmission of pipeline quality gas from a natural gas field (or
from a natural gas processing plant) to a local distribution com-
pany’s citygate (or to another customer) are not qualified domestic
production gross receipts. Likewise, gas purchased by a local gas
distribution company and distributed from the citygate to the local
customers does not give rise to domestic production gross receipts.

In the case of the production of potable water, activities involved
in the production of potable water include the acquisition, collec-
tion, and storage of raw water (untreated water). It also includes
the transportation of raw water to a water treatment facility and
treatment of raw water at such a facility. However, any gross re-
ceipts from the storage of potable water after the water treatment
facility or delivery of potable water to customers does not give rise
to qualifying domestic production gross receipts. It is intended that
a taxpayer that both produces potable water and distributes pota-
ble water will properly allocate gross receipts across qualifying and
non-qualifying activities.
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Qualifying production property

“Qualifying production property” generally includes any tangible
personal property, computer software, or sound recordings. “Quali-
fied film” includes any motion picture film or videotape 294 (includ-
ing live or delayed television programming, but not including cer-
tain sexually explicit productions) if 50 percent or more of the total
compensation relating to the production of such film (including
compensation in the form of residuals and participations295) con-
stitutes compensation for services performed in the United States
by actors, production personnel, directors, and producers.296

Other rules

Qualified production activities income of partnerships and S
corporations

With respect to the domestic production activities of a partner-
ship or S corporation, the deduction under the Act is determined
at the partner or shareholder level. In performing the calculation,
each partner or shareholder generally will take into account such
person’s allocable share of the components of the calculation (in-
cluding domestic production gross receipts; the cost of goods sold
allocable to such receipts; and other expenses, losses, or deductions
allocable to such receipts) from the partnership or S corporation as
well as any items relating to the partner or shareholder’s own
qualified production activities, if any.297

In applying the wage limitation, each partner or shareholder is
treated as having been allocated wages from the partnership or S
corporation in an amount that is equal to the lesser of: (1) such
person’s allocable share of wages, as determined under regulations
prescribed by the Secretary; or (2) twice the appropriate deductible
percentage of such person’s qualified production activities income
attributable to items allocated from the partnership or S corpora-
tion. This limitation is intended to prevent a partner or share-
holder from claiming a deduction with respect to its own activities
in excess of that which would be allowed if such person were not
a member of the partnership or S corporation.

Qualified production activities of trusts and estates

In the case of a trust or estate, the components of the calculation
are to be apportioned between (and among) the beneficiaries and
the fiduciary under regulations prescribed by the Secretary.298

Qualified production activities income of agricultural and
horticultural cooperatives

With regard to member-owned agricultural and horticultural co-
operatives formed under Subchapter T of the Code, the Act pro-

294 The Congress intends that the nature of the material on which properties described in sec-
tion 168(f)(3) are embodied and the methods and means of distribution of such properties shall
not affect their qualification under this provision.

295To the extent that a taxpayer has included an estimate of participations and/or residuals
in its income forecast calculation under section 167(g), the taxpayer must use the same estimate
of participations and/or residuals for purposes of determining total compensation.

2961t is intended that the Secretary will provide appropriate rules governing the determina-
tion of total compensation for services performed in the United States.

297 A technical correction may be necessary so that the statute reflects this intent.

298 A technical correction may be necessary so that the statute reflects this intent.
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vides the same treatment of qualified production activities income
derived from agricultural or horticultural products that are manu-
factured, produced, grown, or extracted by cooperatives,29° or that
are marketed through cooperatives, as it provides for qualified pro-
duction activities income of other taxpayers (i.e., the cooperative
may claim a deduction from qualified production activities income).

Alternatively, the Act provides that the amount of any patronage
dividends or per-unit retain allocations paid to a member of an ag-
ricultural or horticultural cooperative (to which Part I of Sub-
chapter T applies), which is allocable to the portion of qualified pro-
duction activities income of the cooperative that is deductible under
the provision, is deductible from the gross income of the member.
In order to qualify, such amount must be designated by the organi-
zation as allocable to the deductible portion of qualified production
activities income in a written notice mailed to its patrons not later
than the payment period described in section 1382(d). The coopera-
tive cannot reduce its income under section 1382 (e.g., cannot claim
a dividends-paid deduction) for such amounts.

Alternative minimum tax

The deduction provided by the Act is allowed for purposes of
computing alternative minimum taxable income (including adjusted
current earnings). The deduction in computing alternative min-
imum taxable income is determined by reference to the lesser of
the qualified production activities income (as determined for the
regular tax) or the alternative minimum taxable income (in the
case of an individual, adjusted gross income as determined for the
regular tax) without regard to this deduction.300

Timber cutting

Under the Act, an election made for a taxable year ending on or
before the date of enactment, to treat the cutting of timber as a
sale or exchange, may be revoked by the taxpayer without the con-
sent of the IRS for any taxable year ending after that date. The
prior election (and revocation) is disregarded for purposes of mak-
ing a subsequent election.

Exploration of fundamental tax reform

The Congress acknowledges that it has not reduced the statutory
corporate income tax rate since 1986. According to the
Organisation of Economic Cooperation and Development (“OECD”),
the combined corporate income tax rate, as defined by the OECD,
in most instances is lower than the U.S. corporate income tax
rate.301 Higher corporate tax rates factor into the United States’
ability to attract and retain economically vibrant industries, which
create good jobs and contribute to overall economic growth.

This legislation was crafted to repeal an export tax benefit that
was deemed inconsistent with obligations of the United States
under the Agreement on Subsidies and Countervailing Measures

299 For this purpose, agricultural or horticultural products also include fertilizer, diesel fuel
and other supplies used in agricultural or horticultural production that are manufactured, pro-
duced, grown, or extracted by the cooperative.

300 A technical correction may be necessary so that the statute reflects this intent.

301Qrganisation of Economic Cooperation and Development, Table 1.5, Tax Data Base Statis-
tics, Tax Policy and Administration, Summary Tables (2003).
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and other international trade agreements. This legislation replaces
the benefit with tax relief specifically designed to be economically
equivalent to a 3-percentage point reduction in U.S.-based manu-
facturing.

The Congress recognizes that manufacturers are a segment of
the economy that has faced significant challenges during the na-
tion’s recent economic slowdown. The Congress recognizes that
trading partners of the United States retain subsidies for domestic
manufacturers and exports through their indirect tax systems. The
Congress is concerned about the adverse competitive impact of
these subsidies on U.S. manufacturers.

These concerns should be considered in the context of the bene-
fits of a unified top tax rate for all corporate taxpayers, including
manufacturers, in terms of efficiency and fairness. The Congress
also expects that the tax-writing committees will explore a unified
top corporate tax rate in the context of fundamental tax reform.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2004.



II. BUSINESS TAX INCENTIVES

A. Two-Year Extension of Increased Expensing for Small
Business (sec. 201 of the Act and sec. 179 of the Code)

Present and Prior Law

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment may elect to deduct such costs. The
Jobs and Growth Tax Relief Reconciliation Act of 2003
(“JGTRRA”)392 increased the amount a taxpayer may deduct, for
taxable years beginning in 2003 through 2005, to $100,000 of the
cost of qualifying property placed in service for the taxable year.303
In general, qualifying property is defined as depreciable tangible
personal property (and certain computer software) that is pur-
chased for use in the active conduct of a trade or business. The
$100,000 amount is reduced (but not below zero) by the amount by
which the cost of qualifying property placed in service during the
taxable year exceeds $400,000. The $100,000 and $400,000
amounts are indexed for inflation.

Prior to the enactment of JGTRRA (and for taxable years begin-
ning in 2006 and thereafter) a taxpayer with a sufficiently small
amount of annual investment could elect to deduct up to $25,000
of the cost of qualifying property placed in service for the taxable
year. The $25,000 amount was reduced (but not below zero) by the
amount by which the cost of qualifying property placed in service
during the taxable year exceeds $200,000. In general, qualifying
property is defined as depreciable tangible personal property that
is purchased for use in the active conduct of a trade or business.

The amount eligible to be expensed for a taxable year may not
exceed the taxable income for a taxable year that is derived from
the active conduct of a trade or business (determined without re-
gard to this provision). Any amount that is not allowed as a deduc-
tion because of the taxable income limitation may be carried for-
ward to succeeding taxable years (subject to similar limitations).
No general business credit under section 38 is allowed with respect
to any amount for which a deduction is allowed under section 179.

An expensing election is made under rules prescribed by the Sec-
retary.304 Applicable Treasury regulations provide that an expens-
ing election generally is made on the taxpayer’s original return for
the taxable year to which the election relates.305

302Pyb. L. No. 108-27, sec. 202 (2003).

303 Additional section 179 incentives are provided with respect to a qualified property used by
a business in the New York Liberty Zone (sec. 1400L(f)), an empowerment zone (sec. 1397A),
or a renewal community (sec. 1400J).

304 Sec. 179(c)(1).

305Under Treas. Reg. sec. 1.179-5, applicable to property placed in service in taxable years
ending after January 25, 1993 (but not including property placed in service in taxable years be-
ginning after 2002 and before 2006), a taxpayer may make the election on the original return
(whether or not the return is timely), or on an amended return filed by the due date (including

(178)
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Prior to the enactment of JGTRRA (and for taxable years begin-
ning in 2006 and thereafter), an expensing election may be revoked
only with consent of the Commissioner.396 JGTRRA permits tax-
payers to revoke expensing elections on amended returns without
the consent of the Commissioner with respect to a taxable year be-
ginning after 2002 and before 2006.307

Reasons for Change

The Congress believed that section 179 expensing provides two
important benefits for small businesses. First, it lowers the cost of
capital for property used in a trade or business. With a lower cost
of capital, the Congress believed small businesses will invest in
more equipment and employ more workers. Second, it eliminates
depreciation recordkeeping requirements with respect to expensed
property. In JGTRRA, Congress acted to increase the value of these
benefits and to increase the number of taxpayers eligible for tax-
able years through 2005. The Congress believed that these changes
to section 179 expensing will continue to provide important benefits
if extended, and the Act therefore extends these changes for an ad-
ditional two years.

Explanation of Provision

The Act extends the increased amount that a taxpayer may de-
duct, and other changes that were made by JGTRRA, for an addi-
tional two years. Thus, the Act provides that the maximum dollar
amount that may be deducted under section 179 is $100,000 for
property placed in service in taxable years beginning before 2008
($25,000 for taxable years beginning in 2008 and thereafter). In ad-
dition, the $400,000 amount applies for property placed in service
in taxable years beginning before 2008 ($200,000 for taxable years
beginning in 2008 and thereafter). The Act extends, through 2007
(from 2005), the indexing for inflation of both the maximum dollar
amount that may be deducted and the $400,000 amount. The Act
also includes off-the-shelf computer software placed in service in
taxable years beginning before 2008 as qualifying property. The
Act permits taxpayers to revoke expensing elections on amended
returns without the consent of the Commissioner with respect to a
taxable year beginning before 2008. The Congress expects that the
Secretary will prescribe regulations to permit a taxpayer to make
an expensing election on an amended return without the consent
of the Commissioner.

Effective Date

The provision is effective on the date of enactment (October 22,
2004).

extensions) for filing the return for the tax year the property was placed in service. If the tax-
payer timely filed an original return without making the election, the taxpayer may still make
the election by filing an amended return within six months of the due date of the return (exclud-
ing extensions).

306 Sec. 179(c)(2).

3071d. Under Prop. and Temp. Treas. Reg. sec. 179-5T, applicable to property placed in service
in taxable years beginning after 2002 and before 2006, a taxpayer is permitted to make or re-
voke an election under section 179 without the consent of the Commissioner on an amended
Federal tax return for that taxable year. This amended return must be filed within the time
prescribed by law for filing an amended return for the taxable year. T.D. 9146, August 3, 2004.
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B. Depreciation

1. Recovery period for depreciation of certain leasehold im-
provements (sec. 211 of the Act and sec. 168 of the Code)

Present and Prior Law
In general

A taxpayer generally must capitalize the cost of property used in
a trade or business and recover such cost over time through annual
deductions for depreciation or amortization. Tangible property gen-
erally is depreciated under the modified accelerated cost recovery
system (“MACRS”), which determines depreciation by applying spe-
cific recovery periods, placed-in-service conventions, and deprecia-
tion methods to the cost of various types of depreciable property
(sec. 168). The cost of nonresidential real property is recovered
using the straight-line method of depreciation and a recovery pe-
riod of 39 years. Nonresidential real property is subject to the mid-
month placed-in-service convention. Under the mid-month conven-
tion, the depreciation allowance for the first year property is placed
in service is based on the number of months the property was in
service, and property placed in service at any time during a month
is treﬁted as having been placed in service in the middle of the
month.

Depreciation of leasehold improvements

Depreciation allowances for improvements made on leased prop-
erty are determined under MACRS, even if the MACRS recovery
period assigned to the property is longer than the term of the
lease.398 This rule applies regardless of whether the lessor or the
lessee places the leasehold improvements in service.309 If a lease-
hold improvement constitutes an addition or improvement to non-
residential real property already placed in service, the improve-
ment is depreciated using the straight-line method over a 39-year
recovery period, beginning in the month the addition or improve-
ment was placed in service.310

Qualified leasehold improvement property

The additional first-year depreciation deduction generally equals
either 30 percent or 50 percent of the adjusted basis of qualified
property placed in service before January 1, 2005. Qualified prop-

308 Sec. 168(i)(8). The Tax Reform Act of 1986 modified the Accelerated Cost Recovery System
(“ACRS”) to institute MACRS. Prior to the adoption of ACRS by the Economic Recovery Tax
Act of 1981, taxpayers were allowed to depreciate the various components of a building as sepa-
rate assets with separate useful lives. The use of component depreciation was repealed upon the
adoption of ACRS. The Tax Reform Act of 1986 also denied the use of component depreciation
under MACRS.

309 Former sections 168(f)(6) and 178 provided that, in certain circumstances, a lessee could
recover the cost of leasehold improvements made over the remaining term of the lease. The Tax
Reform Act of 1986 repealed these provisions.

310 Secs. 168(b)(3), (c), (d)(2), and (i)(6). If the improvement is characterized as tangible per-
sonal property, ACRS or MACRS depreciation is calculated using the shorter recovery periods,
accelerated methods, and conventions applicable to such property. The determination of whether
improvements are characterized as tangible personal property or as nonresidential real property
often depends on whether or not the improvements constitute a “structural component” of a
building (as defined by Treas. Reg. sec. 1.48-1(e)(1)). See, e.g., Metro National Corp v. Commis-
sioner, 52 TCM (CCH) 1440 (1987); King Radio Corp Inc. v. U.S., 486 F.2d 1091 (10th Cir.
1973); Mallinckrodt, Inc. v. Commissioner, 778 F.2d 402 (8th Cir. 1985) (with respect to various
leasehold improvements).



181

erty includes qualified leasehold improvement property. For this
purpose, qualified leasehold improvement property is any improve-
ment to an interior portion of a building that is nonresidential real
property, provided certain requirements are met. The improvement
must be made under or pursuant to a lease either by the lessee (or
sublessee), or by the lessor, of that portion of the building to be oc-
cupied exclusively by the lessee (or sublessee). The improvement
must be placed in service more than three years after the date the
building was first placed in service. Qualified leasehold improve-
ment property does not include any improvement for which the ex-
penditure is attributable to the enlargement of the building, any el-
evator or escalator, any structural component benefiting a common
area, or the internal structural framework of the building.

Treatment of dispositions of leasehold improvements

A lessor of leased property that disposes of a leasehold improve-
ment that was made by the lessor for the lessee of the property
may take the adjusted basis of the improvement into account for
purposes of determining gain or loss if the improvement is irrev-
ocably disposed of or abandoned by the lessor at the termination
of the lease. This rule conforms the treatment of lessors and lessees
with respect to leasehold improvements disposed of at the end of
a term of lease.

Reasons for Change

The Congress believed that taxpayers should not be required to
recover the costs of certain leasehold improvements beyond the
useful life of the investment. The 39-year recovery period for lease-
hold improvements extends well beyond the useful life of such in-
vestments. Although lease terms differ, the Congress believed that
lease terms for commercial real estate typically are shorter than
the present-law 39-year recovery period. In the interests of sim-
plicity and administrability, a uniform period for recovery of lease-
hold improvements is desirable. The Act therefore shortened the re-
covery period for leasehold improvements to a more realistic 15
years.

Explanation of Provision

The Act provides a statutory 15-year recovery period for qualified
leasehold improvement property placed in service before January 1,
2006.311 The Act requires that qualified leasehold improvement
property be recovered using the straight-line method.

Qualified leasehold improvement property is defined as under
present and prior law for purposes of the additional first-year de-
preciation deduction,312 with the following modification. If a lessor
makes an improvement that qualifies as qualified leasehold im-
provement property, such improvement does not qualify as quali-
fied leasehold improvement property to any subsequent owner of
such improvement. An exception to the rule applies in the case of

311 Qualified leasehold improvement property continues to be eligible for the additional first-
year depreciation deduction under sec. 168(k).
312 Sec. 168(k).
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death and certain transfers of property that qualify for non-recogni-
tion treatment.

Effective Date

The provision is effective for property placed in service after the
date of enactment (October 22, 2004).

2. Recovery period for depreciation of certain restaurant
improvements (sec. 211 of the Act and sec. 168 of the
Code)

Present and Prior Law

A taxpayer generally must capitalize the cost of property used in
a trade or business and recover such cost over time through annual
deductions for depreciation or amortization. Tangible property gen-
erally is depreciated under the modified accelerated cost recovery
system (“MACRS”), which determines depreciation by applying spe-
cific recovery periods, placed-in-service conventions, and deprecia-
tion methods to the cost of various types of depreciable property
(sec. 168). The cost of nonresidential real property is recovered
using the straight-line method of depreciation and a recovery pe-
riod of 39 years. Nonresidential real property is subject to the mid-
month placed-in-service convention. Under the mid-month conven-
tion, the depreciation allowance for the first year property is placed
in service is based on the number of months the property was in
service, and property placed in service at any time during a month
is treated as having been placed in service in the middle of the
month.

Reasons for Change

The Congress believed that unlike other commercial buildings,
restaurant buildings generally are more specialized structures.
Restaurants also experience considerably more traffic, and remain
open longer than most retail properties. This daily assault causes
rapid deterioration of restaurant properties and forces res-
taurateurs to constantly repair and upgrade their facilities. As
such, restaurant facilities have a much shorter life span than other
commercial establishments. The Act reduced the 39-year recovery
period for improvements made to restaurant buildings and more
accurately reflected the true economic life of the properties by re-
ducing the recovery period to 15 years.

Explanation of Provision

The Act provides a statutory 15-year recovery period for qualified
restaurant property placed in service before January 1, 2006.313
For purposes of the provision, qualified restaurant property means
any improvement to a building if such improvement is placed in
service more than three years after the date such building was first
placed in service and more than 50 percent of the building’s square
footage is devoted to the preparation of, and seating for, on-prem-

313 Qualified restaurant property becomes eligible for the additional first-year depreciation de-
duction under sec. 168(k) by virtue of the assigned 15-year recovery period.
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ises consumption of prepared meals. The Act requires that qualified
restaurant property be recovered using the straight-line method.

Effective Date

The provision is effective for property placed in service after the
date of enactment (October 22, 2004).

C. Community Revitalization

1. Modification of targeted areas and low-income commu-
nities designated for new markets tax credit (sec. 221 of
the Act and sec. 45D of the Code)

Present and Prior Law

Section 45D provides a new markets tax credit for qualified eq-
uity investments made to acquire stock in a corporation, or a cap-
ital interest in a partnership, that is a qualified community devel-
opment entity (“CDE”).314 The amount of the credit allowable to
the investor (either the original purchaser or a subsequent holder)
is (1) a five-percent credit for the year in which the equity interest
is purchased from the CDE and for each of the following two years,
and (2) a six-percent credit for each of the following four years. The
credit is determined by applying the applicable percentage (five or
six percent) to the amount paid to the CDE for the investment at
its original issue, and is available for a taxable year to the tax-
payer who holds the qualified equity investment on the date of the
initial investment or on the respective anniversary date that occurs
during the taxable year. The credit is recaptured if at any time
during the seven-year period that begins on the date of the original
issue of the investment the entity ceases to be a qualified CDE, the
proceeds of the investment cease to be used as required, or the eq-
uity investment is redeemed.

A qualified CDE is any domestic corporation or partnership: (1)
whose primary mission is serving or providing investment capital
for low-income communities or low-income persons; (2) that main-
tains accountability to residents of low-income communities by
their representation on any governing board of or any advisory
board to the CDE; and (3) that is certified by the Secretary as
being a qualified CDE. A qualified equity investment means stock
(other than nonqualified preferred stock) in a corporation or a cap-
ital interest in a partnership that is acquired directly from a CDE
for cash, and includes an investment of a subsequent purchaser if
such investment was a qualified equity investment in the hands of
the prior holder. Substantially all of the investment proceeds must
be used by the CDE to make qualified low-income community in-
vestments. For this purpose, qualified low-income community in-
vestments include: (1) capital or equity investments in, or loans to,
qualified active low-income community businesses; (2) certain fi-
nancial counseling and other services to businesses and residents
in low-income communities; (3) the purchase from another CDE of
any loan made by such entity that is a qualified low-income com-

314 Section 45D was added by section 121(a) of the Community Renewal Tax Relief Act of
2000, Pub. L. No. 106-554 (December 21, 2000).
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munity investment; or (4) an equity investment in, or loan to, an-
other CDE.

Under prior law, a “low-income community” was defined as a
population census tract with either (1) a poverty rate of at least 20
percent or (2) median family income which does not exceed 80 per-
cent of the greater of metropolitan area median family income or
statewide median family income (for a non-metropolitan census
tract, does not exceed 80 percent of statewide median family in-
come). Under prior law, the Secretary could designate any area
within any census tract as a low-income community provided that
(1) the boundary is continuous, (2) the area (if it were a census
tract) would otherwise satisfy the poverty rate or median income
requirements, and (3) an inadequate access to investment capital
exists in the area.

A qualified active low-income community business is defined as
a business that satisfies, with respect to a taxable year, the fol-
lowing requirements: (1) at least 50 percent of the total gross in-
come of the business is derived from the active conduct of trade or
business activities in any low-income community; (2) a substantial
portion of the tangible property of such business is used in a low-
income community; (3) a substantial portion of the services per-
formed for such business by its employees is performed in a low-
income community; and (4) less than five percent of the average of
the aggregate unadjusted bases of the property of such business is
attributable to certain financial property or to certain collectibles.

The maximum annual amount of qualified equity investments is
capped at $2.0 billion per year for calendar years 2004 and 2005,
and at $3.5 billion per year for calendar years 2006 and 2007.

Explanation of Provision

The Act modifies the Secretary’s authority to designate certain
areas as low-income communities to provide that the Secretary
shall prescribe regulations to designate “targeted populations” as
low-income communities for purposes of the new markets tax cred-
it. For this purpose, a “targeted population” is defined by reference
to section 103(20) of the Riegle Community Development and Regu-
latory Improvement Act of 1994 (12 U.S.C. 4702(20)) to mean indi-
viduals, or an identifiable group of individuals, including an Indian
tribe, who (A) are low-income persons; or (B) otherwise lack ade-
quate access to loans or equity investments. Under the Act, “low-
income” means (1) for a targeted population within a metropolitan
area, less than 80 percent of the area median family income; and
(2) for a targeted population within a non-metropolitan area, less
than the greater of 80 percent of the area median family income
or 80 percent of the statewide non-metropolitan area median family
income.315 Under the Act, a targeted population is not required to
be within any census tract. In addition, a population census tract
with a population of less than 2,000 is treated under the Act as a
low-income community for purposes of the credit if such tract is
within an empowerment zone, the designation of which is in effect

31512, U.S.C. 4702(17) (defines “low-income” for purposes of 12. U.S.C. 4702(20)).
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under section 1391, and is contiguous to one or more low-income
communities.

Effective Date

The targeted population provision is effective for designations
made after the date of enactment (October 22, 2004). The low-popu-
lation provision is effective for investments made after the date of
enactment (October 22, 2004).

2. Expansion of designated renewal community area based
on 2000 census data (sec. 222 of the Act and sec. 1400E
of the Code)

Present and Prior Law

Section 1400E provides for the designation of certain commu-
nities as renewal communities.316 An area designated as a renewal
community is eligible for the following tax incentives: (1) a zero-
percent rate for capital gain from the sale of qualifying assets; (2)
a 15-percent wage credit to employers for the first $10,000 of
qualified wages; (3) a “commercial revitalization deduction” that al-
lows taxpayers (to the extent allocated by the appropriate State
agency) to deduct either (a) 50 percent of qualifying expenditures
for the taxable year in which a qualified building is placed in serv-
ice, or (b) all of the qualifying expenditures ratably over a 10-year
period beginning with the month in which such building is placed
in service; (4) an additional $35,000 of section 179 expensing for
qualified property; and (5) an expansion of the work opportunity
tax credit with respect to individuals who live in a renewal commu-
nity.

Under prior law, to be designated as a renewal community, a
nominated area was required to meet the following criteria: (1)
each census tract must have a poverty rate of at least 20 percent;
(2) in the case of an urban area, at least 70 percent of the house-
holds have incomes below 80 percent of the median income of
households within the local government jurisdiction; (3) the unem-
ployment rate is at least 1.5 times the national unemployment
rate; and (4) the area is one of pervasive poverty, unemployment,
and general distress. There are no geographic size limitations
placed on renewal communities. Instead, the boundary of a renewal
community must be continuous. In addition, under prior law, the
renewal community must have had a minimum population of 4,000
if the community is located within a metropolitan statistical area
(at least 1,000 in all other cases), and a maximum population of
not more than 200,000. Under present and prior law, the popu-
lation limitations do not apply to any renewal community that is
entirely within an Indian reservation.

The designations of renewal communities were required to have
been made by December 31, 2001, using 1990 census data to deter-
mine relevant populations and poverty rates.

316 Section 1400E was added by section 101(a) of the Community Renewal Tax Relief Act of
2000, Pub. L. No. 106-554 (December 21, 2000).
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Explanation of Provision

The Act authorizes the Secretary of Housing and Urban Develop-
ment, at the request of all of the governments that nominated a re-
newal community, to add a contiguous census tract to a renewal
community in the following circumstances. First, the renewal com-
munity, including any tract to be added, would have met the re-
newal community eligibility requirements at the time of the com-
munity’s original nomination, and any tract to be added has a pov-
erty rate using 2000 census data that exceeds the poverty rate of
such tract using 1990 census data. Second, a tract may be added
to a renewal community even if the addition of such tract to such
community would have caused the community to fail one or more
eligibility requirements when originally nominated using 1990 cen-
sus data, provided that: (1) the renewal community after the inclu-
sion of such tract does not have a population that exceeds 200,000
using either 1990 or 2000 census data; (2) such tract has a poverty
rate of at least 20 percent using 2000 census data; and (3) such
tract has a poverty rate using 2000 census data that exceeds the
poverty rate of such tract using 1990 census data. Census tracts
that did not have a poverty rate determined by the Bureau of the
Census using 1990 data may be added to an existing renewal com-
munity without satisfying requirement (3) above. Third, a tract
may be added to an existing renewal community if such tract: (1)
has no population using 2000 census data or no poverty rate for
such tract is determined by the Bureau of the Census using 2000
census data; (2) such tract is one of general distress; and (3) the
renewal community, including such tract, is within the jurisdiction
of one or more local governments and has a continuous boundary.

Effective Date

The provision is effective as if included in the amendments made
by section 101 of the Community Renewal Tax Relief Act of 2000.

3. Modification of income requirement for census tracts
within high migration rural counties for new markets
tax credit (sec. 223 of the Act and sec. 45D of the Code)

Present and Prior Law

Section 45D provides a new markets tax credit for qualified eq-
uity investments made to acquire stock in a corporation, or a cap-
ital interest in a partnership, that is a qualified community devel-
opment entity (“CDE”).317 The amount of the credit allowable to
the investor (either the original purchaser or a subsequent holder)
is (1) a five-percent credit for the year in which the equity interest
is purchased from the CDE and for each of the following two years,
and (2) a six-percent credit for each of the following four years. The
credit is determined by applying the applicable percentage (five or
six percent) to the amount paid to the CDE for the investment at
its original issue, and is available for the taxable year to the tax-
payer who holds the qualified equity investment on the date of the

317 Section 45D was added by section 121(a) of the Community Renewal Tax Relief Act of
2000, Pub. L. No. 106-554 (December 21, 2000).
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initial investment or on the respective anniversary date that occurs
during the taxable year. The credit is recaptured if at any time
during the seven-year period that begins on the date of the original
issue of the investment the entity ceases to be a qualified CDE, the
proceeds of the investment cease to be used as required, or the eq-
uity investment is redeemed.

A qualified CDE is any domestic corporation or partnership: (1)
whose primary mission is serving or providing investment capital
for low-income communities or low-income persons; (2) that main-
tains accountability to residents of low-income communities by
their representation on any governing board of or any advisory
board to the CDE; and (3) that is certified by the Secretary as
being a qualified CDE. A qualified equity investment means stock
(other than nonqualified preferred stock) in a corporation or a cap-
ital interest in a partnership that is acquired directly from a CDE
for cash, and includes an investment of a subsequent purchaser if
such investment was a qualified equity investment in the hands of
the prior holder. Substantially all of the investment proceeds must
be used by the CDE to make qualified low-income community in-
vestments. For this purpose, qualified low-income community in-
vestments include: (1) capital or equity investments in, or loans to,
qualified active low-income community businesses; (2) certain fi-
nancial counseling and other services to businesses and residents
in low-income communities; (3) the purchase from another CDE of
any loan made by such entity that is a qualified low-income com-
munity investment; or (4) an equity investment in, or loan to, an-
other CDE.

Under prior law, a “low-income community” was defined as a
population census tract with either (1) a poverty rate of at least 20
percent or (2) median family income which does not exceed 80 per-
cent of the greater of metropolitan area median family income or
statewide median family income (for a non-metropolitan census
tract, does not exceed 80 percent of statewide median family in-
come). Under prior law, the Secretary could designate any area
within any census tract as a low-income community provided that
(1) the boundary is continuous, (2) the area (if it were a census
tract) would otherwise satisfy the poverty rate or median income
requirements, and (3) an inadequate access to investment capital
exists in the area.

A qualified active low-income community business is defined as
a business that satisfies, with respect to a taxable year, the fol-
lowing requirements: (1) at least 50 percent of the total gross in-
come of the business is derived from the active conduct of trade or
business activities in any low-income community; (2) a substantial
portion of the tangible property of such business is used in a low-
income community; (3) a substantial portion of the services per-
formed for such business by its employees is performed in a low-
income community; and (4) less than five percent of the average of
the aggregate unadjusted bases of the property of such business is
attributable to certain financial property or to certain collectibles.

The maximum annual amount of qualified equity investments is
capped at $2.0 billion per year for calendar years 2004 and 2005,
and at $3.5 billion per year for calendar years 2006 and 2007.
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Explanation of Provision

The Act modifies the low-income test for high migration rural
counties. Under the Act, in the case of a population census tract
located within a high migration rural county, low-income is defined
by reference to 85 percent (rather than 80 percent) of statewide
median family income. For this purpose, a high migration rural
county is any county that, during the 20-year period ending with
the year in which the most recent census was conducted, has a net
out-migration of inhabitants from the county of at least 10 percent
of the population of the county at the beginning of such period.

Effective Date

The provision is effective as if included in the amendment made
by section 121(a) of the Community Renewal Tax Relief Act of
2000.

D. S Corporation Reform and Simplification (secs. 231-240
of the Act and secs. 1361-1379 and 4975 of the Code)

Overview

In general, an S corporation is not subject to corporate-level in-
come tax on its items of income and loss. Instead, an S corporation
passes through its items of income and loss to its shareholders. The
shareholders take into account separately their shares of these
items on their individual income tax returns. To prevent double
taxation of these items when the stock is later disposed of, each
shareholder’s basis in the stock of the S corporation is increased by
the amount included in income (including tax-exempt income) and
is decreased by the amount of any losses (including nondeductible
losses) taken into account. A shareholder’s loss may be deducted
only to the extent of his or her basis in the stock or debt of the
S corporation. To the extent a loss is not allowed due to this limita-

tion, the loss generally is carried forward with respect to the share-
holder.

Reasons for Change

The Act contains a number of general provisions relating to S
corporations. The Congress adopted these provisions that mod-
ernize the S corporation rules and eliminate undue restrictions on
S corporations in order to expand the application of the S corpora-
tion provisions so that more corporations and their shareholders
will be able to enjoy the benefits of subchapter S status.

The Congress was aware of obstacles that have prevented banks
from electing subchapter S status.318 The Act contains provisions
that apply specifically to banks in order to remove these obstacles
and make S corporation status more readily available to banks.

The Act also revises the prohibited transaction rules applicable
to employee stock ownership plans (“ESOPs”) maintained by S cor-
porations in order to expand the ability to use distributions made
with respect to S corporation stock held by an ESOP to repay a

318 See, for example, General Accounting Office GAO/GGD-00-159, Banking Taxation: Impli-
cations of Proposed Revisions Governing S-Corporations on Community Banks (June 23, 2000).
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loan used to purchase the stock, subject to the same conditions that
apply to C corporation dividends used to repay such a loan.

1. Members of family treated as one shareholder

Present and Prior Law

A small business corporation may elect to be an S corporation
with the consent of all its shareholders, and may terminate its elec-
tion with the consent of shareholders holding more than 50 percent
of the stock. Under prior law, a “small business corporation” was
defined as a domestic corporation which is not an ineligible cor-
poration and which has (1) no more than 75 shareholders, all of
whom are individuals (and certain trusts, estates, charities, and
qualified retirement plans)319 who are citizens or residents of the
United States, and (2) only one class of stock. For purposes of the
numerical-shareholder limitation, a husband and wife are treated
as one shareholder. An “ineligible corporation” means a corporation
that is a financial institution using the reserve method of account-
ing for bad debts, an insurance company, a corporation electing the
benefits of the Puerto Rico and possessions tax credit, or a Domes-
tic International Sales Corporation (“DISC”) or former DISC.

Explanation of Provision

The Act provides an election to allow all members of a family
(and their estates)320 to be treated as one shareholder in deter-
mining the number of shareholders in the corporation (for purposes
of section 1361(b)(1)(A)).

A family is defined as the common ancestor and all lineal de-
scendants of the common ancestor, as well as the spouses, or
former spouses, of these individuals. An individual shall not be a
common ancestor if, as of the later of the time of the election or
the effective date of this provision, the individual is more than six
generations removed from the youngest generation of shareholders
who would (but for this rule) be members of the family. For pur-
poses of this rule, a spouse or former spouse is treated as being in
the same generation as the member of the family to whom the indi-
vidual is (or was) married.321

Except as provided by Treasury regulations, the election for a
family may be made by any member of the family, and the election
remains in effect until terminated.

Effective Date

The provision applies to taxable years beginning after December
31, 2004.

3191f a qualified retirement plan (other than an employee stock ownership plan) or a charity
holds stock in an S corporation, the interest held is treated as an interest in an unrelated trade
or business, and the plan or charity’s share of the S corporation’s items of income, loss, or deduc-
tion, and gain or loss on the disposition of the S corporation stock, are taken into account in
computing unrelated business taxable income.

320 A technical correction may be necessary so that the statute reflects this intent.

321 Members of a family may be treated as one shareholder for the purpose of determining
the number of shareholders, whether a family member holds stock directly or is treated as a
shareholder under section 1361(c)(2)(B) by reason being a beneficiary of certain types of trusts.
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2. Increase in maximum number of shareholders to 100

Present and Prior Law

A small business corporation may elect to be an S corporation
with the consent of all its shareholders, and may terminate its elec-
tion with the consent of shareholders holding more than 50 percent
of the stock. Under prior law, a “small business corporation” was
defined as a domestic corporation which is not an ineligible cor-
poration and which has (1) no more than 75 shareholders, all of
whom are individuals (and certain trusts, estates, charities, and
qualified retirement plans)322 who are citizens or residents of the
United States, and (2) only one class of stock. For purposes of the
numerical-shareholder limitation, a husband and wife are treated
as one shareholder. An “ineligible corporation” means a corporation
that is a financial institution using the reserve method of account-
ing for bad debts, an insurance company, a corporation electing the
benefits of the Puerto Rico and possessions tax credit, or a Domes-
tic International Sales Corporation (“DISC”) or former DISC.

Explanation of Provision

The Act increases the maximum number of shareholders from 75
to 100.

Effective Date

The provision applies to taxable years beginning after December
31, 2004.

3. Expansion of bank S corporation eligible shareholders to
include IRAs

Present and Prior Law

An individual retirement account (“IRA”) is a trust or account es-
tablished for the exclusive benefit of an individual and his or her
beneficiaries. There are two general types of IRAs: traditional
IRAs, to which both deductible and nondeductible contributions
may be made, and Roth IRAs, contributions to which are not de-
ductible. Amounts held in a traditional IRA are includible in in-
come when withdrawn (except to the extent the withdrawal is a re-
turn of nondeductible contributions). Amounts held in a Roth IRA
that are withdrawn as a qualified distribution are not includible in
income; distributions from a Roth IRA that are not qualified dis-
tributions are includible in income to the extent attributable to
earnings. A qualified distribution is a distribution that: (1) is made
after the five-taxable year period beginning with the first taxable
year for which the individual made a contribution to a Roth IRA,
and (2) is made after attainment of age 59%%, on account of death
%r disability, or is made for first-time homebuyer expenses of up to

10,000.

322]f a qualified retirement plan (other than an employee stock ownership plan) or a charity
holds stock in an S corporation, the interest held is treated as an interest in an unrelated trade
or business, and the plan or charity’s share of the S corporation’s items of income, loss, or deduc-
tion, and gain or loss on the disposition of the S corporation stock, are taken into account in
computing unrelated business taxable income.
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Under prior law, an IRA could not be a shareholder of an S cor-
poration.

Certain transactions are prohibited between an IRA and the indi-
vidual for whose benefit the IRA is established, including a sale of
property by the IRA to the individual. If a prohibited transaction
occurs between an IRA and the IRA beneficiary, the account ceases
to be an IRA, and an amount equal to the fair market value of the
assets held in the IRA is deemed distributed to the beneficiary.

Explanation of Provision

The Act allows an IRA (including a Roth TRA) to be a share-
holder of a bank that is an S corporation, but only to the extent
of bank stock held by the IRA on the date of enactment of the pro-
vision (October 22, 2004). Under the Act, the present-law rules
treating S corporation stock held by a qualified retirement plan
(other than an employee stock ownership plan) or a charity as an
interest in an unrelated trade or business apply to the IRA with
respect to its holding in the stock.

The Act also provides an exemption from prohibited transaction
treatment for the sale by an IRA to the IRA beneficiary of bank
stock held by the IRA on the date of enactment (October 22, 2004)
of the provision. Under the Act, a sale is not a prohibited trans-
action if: (1) the sale is pursuant to an S corporation election by
the bank; (2) the sale is for fair market value (as established by
an independent appraiser) and is on terms at least as favorable to
the IRA as the terms would be on a sale to an unrelated party; (3)
the IRA incurs no commissions, costs, or other expenses in connec-
tion with the sale; and (4) the stock is sold in a single transaction
for cash not later than 120 days after the S corporation election is
made.

Effective Date

The provision takes effect on the date of enactment (October 22,
2004).

4, Disregard of unexercised powers of appointment in deter-
mining potential current beneficiaries of ESBT

Present and Prior Law

An electing small business trust (“ESBT”) holding stock in an S
corporation is taxed at the maximum individual tax rate on its rat-
able share of items of income, deduction, gain, or loss passing
through from the S corporation. An ESBT generally is an electing
trust all of whose beneficiaries are eligible S corporation share-
holders. For purposes of determining the maximum number of
shareholders, each person who is entitled to receive a distribution
from the trust (“potential current beneficiary”) is treated as a
shareholder during the period the person may receive a distribu-
tion from the trust.

Under prior law, an ESBT had 60 days to dispose of the S cor-
poration stock after an ineligible shareholder became a potential
current beneficiary to avoid disqualification.
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Explanation of Provision

Under the Act, powers of appointment to the extent not exercised
are disregarded in determining the potential current beneficiaries
of an electing small business trust.

The Act increases the period during which an ESBT can dispose
of S corporation stock, after an ineligible shareholder becomes a po-
tential current beneficiary, from 60 days to one year.

Effective Date

The provision applies to taxable years beginning after December
31, 2004.

5. Transfers of suspended losses incident to divorce, etc.

Present and Prior Law

Under prior law, any loss or deduction that was not allowed to
a shareholder of an S corporation, because the loss exceeded the
shareholder’s basis in stock and debt of the corporation, was treat-
ed as incurred by the S corporation with respect to that share-
holder in the subsequent taxable year.

Explanation of Provision

Under the Act, if a shareholder’s stock in an S corporation is
transferred to a spouse, or to a former spouse incident to a divorce,
any suspended loss or deduction with respect to that stock is treat-
ed as incurred by the corporation with respect to the transferee in
the subsequent taxable year.

Effective Date

The provision applies to transfers of stock after December 31,
2004.323

6. Use of passive activity loss and at-risk amounts by quali-
fied subchapter S trust income beneficiaries

Present and Prior Law

Under present and prior law, the share of income of an S cor-
poration, whose stock is held by a qualified subchapter S trust
(“QSST”) with respect to which the beneficiary makes an election,
is taxed to the beneficiary. However, the trust, and not the bene-
ficiary, is treated as the owner of the S corporation stock for pur-
poses of determining the tax consequences of the disposition of the
S corporation stock by the trust. A QSST generally is a trust with
one individual income beneficiary for the life of the beneficiary.

Explanation of Provision

Under the Act, the beneficiary of a qualified subchapter S trust
is generally allowed to deduct suspended losses under the at-risk
rules and the passive loss rules when the trust disposes of the S
corporation stock.

323 A technical correction may be necessary so that the statute reflects this intent.
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Effective Date

The provision applies to transfers made after December 31, 2004.

7. Exclusion of investment securities income from passive
investment income test for bank S corporations

Present and Prior Law

An S corporation is subject to corporate-level tax, at the highest
corporate tax rate, on its excess net passive income if the corpora-
tion has (1) accumulated earnings and profits at the close of the
taxable year and (2) gross receipts more than 25 percent of which
are passive investment income.

Excess net passive income is the net passive income for a taxable
year multiplied by a fraction, the numerator of which is the
amount of passive investment income in excess of 25 percent of
gross receipts and the denominator of which is the passive invest-
ment income for the year. Net passive income is defined as passive
investment income reduced by the allowable deductions that are di-
rectly connected with the production of that income. Passive invest-
ment income generally means gross receipts derived from royalties,
rents, dividends, interest, annuities, and sales or exchanges of
stock or securities (to the extent of gains). Passive investment in-
come generally does not include interest on accounts receivable,
gross receipts that are derived directly from the active and regular
conduct of a lending or finance business, gross receipts from certain
liquidations, or gain or loss from any section 1256 contract (or re-
lated property) of an options or commodities dealer.324

In addition, an S corporation election is terminated whenever the
S corporation has accumulated earnings and profits at the close of
each of three consecutive taxable years and has gross receipts for
each of those years more than 25 percent of which are passive in-
vestment income.

Explanation of Provision

The Act provides that, in the case of a bank (as defined in section
581), a bank holding company (as defined in section 2(a) of the
Bank Holding Company Act of 1956) or a financial holding com-
pany (as defined in section 2(p) of that Act), interest income and
dividends on assets required to be held by the bank or holding com-
pany are not treated as passive investment income for purposes of
the S corporation passive investment income rules.

Effective Date

The provision applies to taxable years beginning after December
31, 2004.

324 Notice 97-5, 1997-1 C.B. 352, sets forth guidance relating to passive investment income
on banking assets.
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8. Relief from inadvertently invalid qualified subchapter S
subsidiary elections and terminations

Present and Prior Law

Under present and prior law, inadvertent invalid subchapter S
elections and terminations may be waived.

Explanation of Provision

The Act allows inadvertent invalid qualified subchapter S sub-
sidiary elections and terminations to be waived by the IRS.

Effective Date

The provision applies to elections made and terminations made
after December 31, 2004.

9. Information returns for qualified subchapter S subsidi-
aries

Present and Prior Law

A corporation all of whose stock is held by an S corporation is
treated as a qualified subchapter S subsidiary if the S corporation
so elects. The assets, liabilities, and items of income, deduction,
and credit of the subsidiary are treated as assets, liabilities, and
items of the parent S corporation.

Explanation of Provision

The Act provides authority to the Secretary to provide guidance
regarding information returns of qualified subchapter S subsidi-
aries.

Effective Date

The provision applies to taxable years beginning after December
31, 2004.

10. Repayment of loans for qualifying employer securities

Present and Prior Law

An employee stock ownership plan (an “ESOP”) is a defined con-
tribution plan that is designated as an ESOP and is designed to
invest primarily in qualifying employer securities. For purposes of
ESOP investments, a “qualifying employer security” is defined as:
(1) publicly traded common stock of the employer or a member of
the same controlled group; (2) if there is no such publicly traded
common stock, common stock of the employer (or member of the
same controlled group) that has both voting power and dividend
rights at least as great as any other class of common stock; or (3)
noncallable preferred stock that is convertible into common stock
described in (1) or (2) and that meets certain requirements. In
some cases, an employer may design a class of preferred stock that
meets these requirements and that is held only by the ESOP. Spe-
cial rules apply to ESOPs that do not apply to other types of quali-
fied retirement plans, including a special exemption from the pro-
hibited transaction rules.
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Certain transactions between an employee benefit plan and a dis-
qualified person, including the employer maintaining the plan, are
prohibited transactions that result in the imposition of an excise
tax.325 Prohibited transactions include, among other transactions,
(1) the sale, exchange or leasing of property between a plan and a
disqualified person, (2) the lending of money or other extension of
credit between a plan and a disqualified person, and (3) the trans-
fer to, or use by or for the benefit of, a disqualified person of the
income or assets of the plan. However, certain transactions are ex-
empt from prohibited transaction treatment, including certain
loans to enable an ESOP to purchase qualifying employer securi-
ties.326 In such a case, the employer securities purchased with the
loan proceeds are generally pledged as security for the loan. Con-
tributions to the ESOP and dividends paid on employer securities
held by the ESOP are used to repay the loan. The employer securi-
ties are held in a suspense account and released for allocation to
participants’ accounts as the loan is repaid.

A loan to an ESOP is exempt from prohibited transaction treat-
ment if the loan is primarily for the benefit of the participants and
their beneficiaries, the loan is at a reasonable rate of interest, and
the collateral given to a disqualified person consists of only quali-
fying employer securities. No person entitled to payments under
the loan can have the right to any assets of the ESOP other than
(1) collateral given for the loan, (2) contributions made to the ESOP
to meet its obligations on the loan, and (3) earnings attributable to
the collateral and the investment of contributions described in
(2).327 In addition, the payments made on the loan by the ESOP
during a plan year cannot exceed the sum of those contributions
and earnings during the current and prior years, less loan pay-
ments made in prior years.

An ESOP of a C corporation is not treated as violating the quali-
fication requirements of the Code or as engaging in a prohibited
transaction merely because, in accordance with plan provisions, a
dividend paid with respect to qualifying employer securities held by
the ESOP is used to make payments on a loan (including payments
of interest as well as principal) that was used to acquire the em-
ployer securities (whether or not allocated to participants).328 In
the case of a dividend paid with respect to any employer security
that is allocated to a participant, this relief does not apply unless
the plan provides that employer securities with a fair market value
of not less than the amount of the dividend are allocated to the
participant for the year which the dividend would have been allo-
cated to the participant.329

Explanation of Provision

Under the Act, an ESOP maintained by an S corporation is not
treated as violating the qualification requirements of the Code or
as engaging in a prohibited transaction merely because, in accord-

325 Sec. 4975.

326 Sec. 4975(d)(3). An ESOP that borrows money to purchase employer stock is referred to
as a “leveraged” ESOP.

327Treas. Reg. sec. 54.4975-7(b)(5).

328 Sec. 404(k)(5)(B).

329 Sec. 404(k)(2)(B).
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ance with plan provisions, a distribution made with respect to S
corporation stock that constitutes qualifying employer securities
held by the ESOP is used to repay a loan that was used to acquire
the securities (whether or not allocated to participants). This relief
does not apply in the case of a distribution with respect to S cor-
poration stock that is allocated to a participant unless the plan pro-
vides that stock with a fair market value of not less than the
amount of such distribution is allocated to the participant for the
year which the distribution would have been allocated to the par-
ticipant.

Effective Date

The provision is effective for distributions made with respect to
S corporation stock after December 31, 1997.

E. Other Business Incentives

1. Repeal certain excise taxes on rail diesel fuel and inland
waterway barge fuels (sec. 241 of the Act and secs. 4041,
4042, 6421, and 6427 of the Code)

Present and Prior Law

Diesel fuel used in trains is subject to a 4.4-cents-per-gallon ex-
cise tax. Revenues from 4.3 cents per gallon of this excise tax are
retained in the General Fund of the Treasury. The remaining 0.1
cent per gallon is deposited in the Leaking Underground Storage
Tank (“LUST”) Trust Fund.

Similarly, fuels used in barges operating on the designated in-
land waterways system are subject to a 4.3-cents-per-gallon Gen-
eral Fund excise tax. This tax is in addition to the 20.1-cents-per-
gallon tax rates that are imposed on fuels used in these barges to
fund the Inland Waterways Trust Fund and the Leaking Under-
ground Storage Tank Trust Fund.

Under prior law, the 4.3-cents-per-gallon excise tax rates were
permanent. The LUST Trust Fund tax was scheduled to expire
after March 31, 2005.330

Reasons for Change 331

In 1993, the Congress enacted the present-law 4.3-cents-per-gal-
lon excise tax on motor fuels as a deficit reduction measure, with
the receipts payable to the General Fund. Since that time, the Con-
gress has diverted the 4.3-cents-per-gallon excise tax for most uses
to specified trust funds that provide benefits for those motor fuel
users who ultimately bear the burden of these taxes. As a result,
the Congress found that generally only rail and barge operators re-
main as motor fuel users subject to the 4.3-cents-per-gallon excise
tax who receive no benefits from a dedicated trust fund as a result
of their tax burden. The Congress observed that rail and barge op-
erators compete with other transportation service providers who
benefit from expenditures paid from dedicated trust funds. The

3300On March 31, 2005, Pub. L. No. 109-6 extended the LUST Trust Fund tax through Sep-
tember 30, 2005.

331See H.R. 1537, the “Energy Tax Policy Act of 2003”, which was reported by the House
Committee on Ways and Means on April 9, 2003 (H.R. Rep. No. 108-67).
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Congress concluded that it is inequitable and distortive of transpor-
tation decisions to continue to impose the 4.3-cents-per-gallon ex-
cise tax on diesel fuel used in trains and barges.

Explanation of Provision

The Act repeals the 4.3-cents-per-gallon General Fund excise tax
rates on diesel fuel used in trains and fuels used in barges oper-
ating on the designated inland waterways system over a prescribed
phase-out period. The 4.3-cent-per-gallon tax is reduced by 1 cent
per gallon for the first six months of calendar year 2005 (January
1, 2005 through June 30, 2005). The reduction is 2 cents per gallon
from July 1, 2005 through December 31, 2006, and 4.3 cents/gallon
thereafter. Thus, the tax is fully repealed effective January 1, 2007.
The 0.1 cent per gallon tax for the LUST Trust Fund is unchanged
by the provision.

Effective Date
The provision is effective on January 1, 2005.

2. Modification of application of income forecast method of
depreciation (sec. 242 of the Act and sec. 167 of the
Code)

Present and Prior Law

In general

The modified accelerated cost recovery system (“MACRS”) does
not apply to certain property, including any motion picture film,
video tape, or sound recording, or to any other property if the tax-
payer elects to exclude such property from MACRS and the tax-
payer properly applies a unit-of-production method or other method
of depreciation not expressed in a term of years. Section 197 does
not apply to certain intangible property, including property pro-
duced by the taxpayer or any interest in a film, sound recording,
video tape, book or similar property not acquired in a transaction
(or a series of related transactions) involving the acquisition of as-
sets constituting a trade or business or substantial portion thereof.
Thus, the recovery of the cost of a film, video tape, or similar prop-
erty that is produced by the taxpayer or is acquired on a “stand-
alone” basis by the taxpayer may not be determined under either
the MACRS depreciation provisions or under the section 197 amor-
tization provisions. The cost recovery of such property may be de-
termined under section 167, which allows a depreciation deduction
for the reasonable allowance for the exhaustion, wear and tear, or
obsolescence of the property. A taxpayer is allowed to recover,
through annual depreciation deductions, the cost of certain prop-
erty used in a trade or business or for the production of income.
Section 167(g) provides that the cost of motion picture films, sound
recordings, copyrights, books, and patents are eligible to be recov-
ered using the income forecast method of depreciation.

Income forecast method of depreciation

Under the income forecast method, a property’s depreciation de-
duction for a taxable year is determined by multiplying the ad-
justed basis of the property by a fraction, the numerator of which
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is the income generated by the property during the year and the
denominator of which is the total forecasted or estimated income
expected to be generated prior to the close of the tenth taxable year
after the year the property was placed in service. Any costs that
are not recovered by the end of the tenth taxable year after the
property was placed in service may be taken into account as depre-
ciation in such year.

The adjusted basis of property that may be taken into account
under the income forecast method only includes amounts that sat-
isfy the economic performance standard of section 461(h). In addi-
tion, taxpayers that claim depreciation deductions under the in-
come forecast method are required to pay (or receive) interest
based on a recalculation of depreciation under a “look-back” meth-
od.

The “look-back” method is applied in any “recomputation year”
by (1) comparing depreciation deductions that had been claimed in
prior periods to depreciation deductions that would have been
claimed had the taxpayer used actual, rather than estimated, total
income from the property; (2) determining the hypothetical over-
payment or underpayment of tax based on this recalculated depre-
ciation; and (3) applying the overpayment rate of section 6621 of
the Code. Except as provided in Treasury regulations, a “recompu-
tation year” is the third and tenth taxable year after the taxable
year the property was placed in service, unless the actual income
from the property for each taxable year ending with or before the
close of such years was within 10 percent of the estimated income
from the property for such years.

Reasons for Change

The Congress was aware that taxpayers and the IRS have ex-
pended significant resources in auditing and litigating disputes re-
garding the proper treatment of participations and residuals for
purposes of computing depreciation under the income forecast
method of depreciation. The Congress understood that these issues
related solely to the timing of deductions and not to whether such
costs are valid deductions. In addition, the Congress was aware of
other disagreements between taxpayers and the Treasury Depart-
ment regarding the mechanics of the income forecast formula. The
Congress believed expending taxpayer and government resources
disputing these items was an unproductive use of economic re-
sources. As such, the Act addressed the issues and eliminated any
uncertainty as to the proper tax treatment of these items.

Explanation of Provision

The Act clarifies that, solely for purposes of computing the allow-
able deduction for property under the income forecast method of
depreciation, participations and residuals may be included in the
adjusted basis of the property beginning in the year such property
is placed in service, but only if such participations and residuals
relate to income to be derived from the property before the close
of the tenth taxable year following the year the property is placed
in service (as defined in section 167(g)(1)(A)). For purposes of the
Act, participations and residuals are defined as costs the amount
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of which, by contract, varies with the amount of income earned in
connection with such property. The Act also clarifies that the in-
come from the property to be taken into account under the income
forecast method is the gross income from such property.

The Act also grants authority to the Treasury Department to pre-
scribe appropriate adjustments to the basis of property (and the
look-back method) to reflect the treatment of participations and re-
siduals under the Act.

In addition, the Act clarifies that, in the case of property eligible
for the income forecast method that the holding in the Associated
Patentees 332 decision will continue to constitute a valid method.
Thus, rather than accounting for participations and residuals as a
cost of the property under the income forecast method of deprecia-
tion, the taxpayer may deduct those payments as they are paid as
under the Associated Patentees decision. This may be done on a
property-by-property basis and shall be applied consistently with
respect to a given property thereafter. The Act also clarifies that
distribution costs are not taken into account for purposes of deter-
mining the taxpayer’s current and total forecasted income with re-
spect to a property.

Effective Date

The provision applies to property placed in service after date of
enactment (October 22, 2004). No inference is intended as to the
appropriate treatment under present and prior law. It is intended
that the Treasury Department and the IRS expedite the resolution
of open cases. In resolving these cases in an expedited and bal-
anced manner, the Treasury Department and IRS are encouraged
to take into account the principles of the provision.

3. Improvements related to real estate investment trusts
(sec. 243 of the Act and secs. 856, 857 and 860 of the
Code)

Present and Prior Law

In general

Under present and prior law, real estate investment trusts
(“REITs”) are treated, in substance, as pass through entities. Pass
through status is achieved by allowing the REIT a deduction for
dividends paid to its shareholders. The REIT’s shareholders, in
turn, include REIT dividends in their taxable income. REITs are
generally restricted to investing in passive investments primarily
in real estate and certain securities.

A REIT must satisfy four tests on a year-by-year basis: organiza-
tional structure, source of income, nature of its assets, and dis-
tribution of income. Whether the REIT meets the asset tests is gen-
erally measured each quarter.

Organizational structure requirements

Under present and prior law, to qualify as a REIT, an entity
must be for its entire taxable year a corporation or a trust or asso-

332 Associated Patentees, Inc. v. Commissioner, 4 T.C. 979 (1945).
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ciation that would be taxable as a domestic corporation but for the
REIT provisions, and must be managed by one or more trustees.
The beneficial ownership of the entity must be evidenced by trans-
ferable shares or certificates of ownership. Except for the first tax-
able year for which an entity elects to be a REIT, the beneficial
ownership of the entity must be held by 100 or more persons, and
the entity may not be so closely held by individuals that it would
be treated as a personal holding company if all its adjusted gross
income constituted personal holding company income. A REIT is re-
quired to comply with regulations to ascertain the actual ownership
of the REIT’s outstanding shares.

Income requirements

In general

Under present and prior law, in order for an entity to qualify as
a REIT, at least 95 percent of its gross income generally must be
derived from certain passive sources (the “95-percent income test”).
In addition, at least 75 percent of its income generally must be
from certain real estate sources (the “75-percent income test”), in-
cluding rents from real property (as defined) and gain from the sale
or other disposition of real property, and income and gain derived
from foreclosure property.

Qualified rental income

Under present and prior law, amounts received as impermissible
“tenant services income” are not treated as rents from real prop-
erty.333 In general, such amounts are for services rendered to ten-
ants that are not “customarily furnished” in connection with the
rental of real property.334

Rents from real property, for purposes of the 95-percent and 75-
percent income tests, generally do not include any amount received
or accrued from any person in which the REIT owns, directly or in-
directly, 10 percent or more of the vote or value.33> An exception
applies to rents received from a taxable REIT subsidiary (“TRS”)
(described further below) if at least 90 percent of the leased space
of the property is rented to persons other than a TRS or certain
related persons, and if the rents from the TRS are substantially
comparable to unrelated party rents.336

Certain hedging instruments

Under prior law, except as provided in regulations, a payment to
a REIT under an interest rate swap or cap agreement, option, fu-
tures contract, forward rate agreement, or any similar financial in-
strument, entered into by the trust in a transaction to reduce the

333 A REIT is not treated as providing services that produce impermissible tenant services in-
come if such services are provided by an independent contractor from whom the REIT does not
derive or receive any income. An independent contractor is defined as a person who does not
own, directly or indirectly, more than 35 percent of the shares of the REIT. Also, no more than
35 percent of the total shares of stock of an independent contractor (or of the interests in net
assets or net profits, if not a corporation) can be owned directly or indirectly by persons owning
35 percent or more of the interests in the REIT.

334Rents for certain personal property leased in connection with the rental of real property
are treated as rents from real property if the fair market value of the personal property does
not exceed 15 percent of the aggregate fair market values of the real and personal property.

335 Sec. 856(d)(2)(B).

336 Sec. 856(d)(8).
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interest rate risks with respect to any indebtedness incurred or to
be incurred by the REIT to acquire or carry real estate assets, and
any gain from the sale or disposition of any such investment, was
treated as income qualifying for the 95-percent income test.

Tax if qualified income tests not met

Under present and prior law, if a REIT fails to meet the 95-per-
cent or 75-percent income tests but has set out the income it did
receive in a schedule and any error in the schedule is not due to
fraud with intent to evade tax, then the REIT does not lose its
REIT status provided that the failure to meet the 95-percent or 75-
percent test is due to reasonable cause and not due to willful ne-
glect. If the REIT qualifies for this relief, the REIT must pay a tax
measured by the greater of the amount by which 90 percent under
prior law337 of the REIT’s gross income exceeds the amount of
items subject to the 95-percent test, or the amount by which 75
percent of the REIT’s gross income exceeds the amount of items
subject to the 75-percent test.338

Asset requirements

75-percent asset test

Under present and prior law, to satisfy the asset requirements
to qualify for treatment as a REIT, at the close of each quarter of
its taxable year, an entity must have at least 75 percent of the
value of its assets invested in real estate assets, cash and cash
items, and government securities (the “75-percent asset test”). The
term real estate asset is defined to mean real property (including
interests in real property and mortgages on real property) and in-
terests in REITs.

Limitation on investment in other entities

Under present and prior law, a REIT is limited in the amount
that it can own in other corporations. Specifically, a REIT cannot
own securities (other than Government securities and certain real
estate assets) in an amount greater than 25 percent of the value
of REIT assets. In addition, it cannot own such securities of any
one issuer representing more than 5 percent of the total value of
REIT assets or more than 10 percent of the voting securities or 10
percent of the value of the outstanding securities of any one issuer.
Securities for purposes of these rules are defined by reference to
the Investment Company Act of 1940.

“Straight debt” exception

Under prior law, securities of an issuer that are within a safe-
harbor definition of “straight debt” (as defined for purposes of sub-

337 Prior to 1999, the rule had applied to the amount by which 95 percent of the income ex-
ceeded the items subject to the 95 percent test. Between 1999 and the effective date of the Act,
the percent of income used in the fraction was reduced to 90 percent. The Act restored the 95
percent of income factor.

338 The ratio of the REIT’s net to gross income is applied to the excess amount, to determine
the amount of tax (disregarding certain items otherwise subject to a 100-percent tax). In effect,
the formula seeks to require that all of the REIT net income attributable to the failure of the
income tests will be paid as tax. Sec. 857(b)(5).
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chapter S)339 were not taken into account in applying the limita-
tion that a REIT may not hold more than 10 percent of the value
of outstanding securities of a single issuer, if: (1) the issuer was an
individual; (2) the only securities of such issuer held by the REIT
or a taxable REIT subsidiary of the REIT were straight debt; or (3)
the issuer was a partnership and the trust holds at least a 20 per-
cent profits interest in the partnership.

Under prior law, straight debt for purposes of the REIT provision
was defined as a written or unconditional promise to pay on de-
mand or on a specified date a sum certain in money if (i) the inter-
est rate (and interest payment dates) were not contingent on prof-
its, the borrower’s discretion, or similar factors, and (ii) there was
no convertibility (directly or indirectly) into stock.

Certain subsidiary ownership permitted with income treated
as income of the REIT

Under present and prior law, one exception to the rule limiting
a REIT’s securities holdings to no more than 10 percent of the vote
or value of a single issuer allows a REIT to own 100 percent of the
stock of a corporation, but in that case the income and assets of
such corporation are treated as income and assets of the REIT.

Special rules for taxable REIT subsidiaries

Under present and prior law, another exception to the general
rule limiting REIT securities ownership of other entities allows a
REIT to own stock of a taxable REIT subsidiary (“TRS”), generally,
a corporation other than a real estate investment trust340 with
which the REIT makes a joint election to be subject to special
rules. A TRS can engage in active business operations that would
produce income that would not be qualified income for purposes of
the 95-percent or 75-percent income tests for a REIT, and that in-
come is not attributed to the REIT. For example a TRS could pro-
vide noncustomary services to REIT tenants, or it could engage di-
rectly in the active operation and management of real estate (with-
out use of an independent contractor); and the income the TRS de-
rived from these nonqualified activities would not be treated as dis-
qualified REIT income. Transactions between a TRS and a REIT
are subject to a number of specified rules that are intended to pre-
vent the TRS (taxable as a separate corporate entity) from shifting
taxable income from its activities to the pass-through entity REIT
or from absorbing more than its share of expenses. Under one rule,
a 100-percent excise tax is imposed on rents to the extent that the
amount of the rents would be reduced on distribution, apportion-
ment, or allocation under section 482 to clearly reflect income as
a result of services furnished by a TRS of the REIT to a tenant of
the REIT.341

Under prior law, the 100-percent excise tax did not apply to
amounts received directly or indirectly by a REIT from a TRS that

339 Sec. 1361(c)(5), without regard to paragraph (B)(iii) thereof.

340 Certain corporations are not eligible to be a TRS, such as a corporation which directly or
indirectly operates or manages a lodging facility or a health care facility, or directly or indirectly
provides to any other person rights to a brand name under which any lodging facility or health
care facility is operated. Sec. 856(1)(3).

3411f the excise tax applies, then the item is not reallocated back to the TRS under section
482.
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would be excluded from unrelated taxable income if received by an
organization described in section 511(a)(2). Such amounts are de-
fined in section 512(b)(3). Also, the tax did not apply to income re-
ceived by the REIT for services performed by the TRS that could
have been performed directly by the REIT and produced qualified
rental income, because they were customary services.

Under present and prior law, rents paid by a TRS to a REIT gen-
erally are treated as rents from real property if at least 90 percent
of the leased space of the property is rented to persons other than
the REIT’s TRSs and other than persons related to the REIT. In
such a case, the rent paid by the TRS to the REIT is treated as
rent from real property only to the extent that it is substantially
comparable to rents from other tenants of the REIT’s property for
comparable space.

Income distribution requirements

Under present and prior law, a REIT is generally required to dis-
tribute 90 percent of its income before the end of its taxable year,
as deductible dividends paid to shareholders. This rule is similar
to a rule for regulated investment companies (“RICs”) that requires
distribution of 90 percent of income. If a REIT declares certain
dividends after the end of its taxable year but before the time pre-
scribed for filing its return for that year and distributes those
amounts to shareholders within the 12 months following the close
of that taxable year, such distributions are treated as made during
such taxable year for this purpose. As described further below, a
REIT can also make certain “deficiency dividends” after the close
of the taxable year after a determination that it has not distributed
the correct amount for qualification as a REIT.

Consequences of failure to meet requirements

Under present and prior law, unless the REIT satisfies rules al-
lowing the cure of a failure, a REIT loses its status as a REIT, and
becomes subject to tax as a C corporation, if it fails to meet speci-
fied tests regarding the sources of its income, the nature and
amount of its assets, its structure, and the amount of its income
distributed to shareholders.

Under present and prior law, if a REIT fails to meet the source
of income requirements, but has set out the income it did receive
in a schedule and any error in the schedule is not due to fraud with
intent to evade tax, then the REIT does not lose its REIT status,
provided that the failure to meet the 95-percent or 75-percent test
is due to reasonable cause and not to willful neglect. If the REIT
qualifies for this relief, the REIT must pay the disallowed income
as a tax to the Treasury.342

Failure to satisfy the asset test by reason of certain acquisitions
during a quarter is excused if the REIT eliminates the discrepancy
within 30 days. Failure to meet distribution requirements may also
be excused if the REIT establishes to the satisfaction of the Sec-
retary that it was unable to meet such requirement by reason of
distributions previously made to meet the requirements of section
4981.

342 Secs. 856(c)(6) and 857(b)(5).
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Under prior law, there were no similar provisions that allow a
REIT to pay a penalty and avoid disqualification in the case of
other qualification failures.

Under present and prior law, a REIT may make a deficiency divi-
dend after a determination is made that it has not distributed the
correct amount of its income, and avoid disqualification. Under
prior law, the Code provided only for determinations involving a
controversy with or closing agreement or other allowed agreement
with the IRS, and did not provide for a REIT to make such a dis-
tribution on its own initiative. Deficiency dividends could be de-
clared on or after the date of “determination”. A determination was
defined to include only (i) a final decision by the Tax Court or other
court of competent jurisdiction, (ii) a closing agreement under sec-
tion 7121, or (iii) under Treasury regulations, an agreement signed
by the Secretary and the REIT.

Reasons for Change

The Congress believed that a number of simplifying and con-
forming changes should be made to the “straight debt” provisions
that exempt certain securities from the rule that a REIT may not
hold more than 10 percent of the value of securities of a single
issuer, as well as to the TRS rules, the rules relating to certain
hedging arrangements, and the computation of tax liability when
the 95-percent gross income test is not met.

The Congress also believed it was desirable to provide rules
under which a REIT that inadvertently fails to meet certain REIT
qualification requirements can correct such failure without losing
REIT status.

Explanation of Provision

In general
The Act makes a number of modifications to the REIT rules.

Straight debt modification

In general

The Act modifies the definition of “straight debt” for purposes of
the limitation that a REIT may not hold more than 10 percent of
the value of the outstanding securities of a single issuer, to provide
more flexibility than the present law rule. In addition, except as
provided in regulations, neither such straight debt nor certain
o}t';her tlypes of securities are considered “securities” for purposes of
this rule.

Straight debt securities

As under prior law, “straight-debt” is still defined by reference to
section 1361(c)(5), without regard to subparagraph (B)@ii) thereof
(limiting the nature of the creditor).

Special rules are provided permitting certain contingencies for
purposes of the REIT provision. Any interest or principal shall not
be treated as failing to satisfy section 1361(c)(5)(B)(i) solely by rea-
son of the fact that the time of payment of such interest or prin-
cipal is subject to a contingency, but only if (i) the contingency is
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one that does not have the effect of changing the effective yield to
maturity, as determined under section 1272, other than a change
in the annual yield to maturity that does not exceed the greater of
V4 of one percent or five percent of the annual yield to maturity,
or (il) neither the aggregate issue price nor the aggregate face
amount of the issuer’s debt instruments held by the REIT exceeds
$1,000,000 and not more than 12 months of unaccrued interest can
be required to be prepaid thereunder.

Also, the time or amount of any payment is permitted to be sub-
ject to a contingency upon a default or the exercise of a prepayment
right by the issuer of the debt, provided that such contingency is
consistent with customary commercial practice.343

The Act eliminates the prior law rule that straight debt securi-
ties are not counted if the REIT owns at least a 20 percent equity
interest in a partnership. The Act instead provides new “look-
through” rules determining a REIT partner’s share of partnership
securities, generally treating debt to the REIT as part of the
REIT’s partnership interest for this purpose, except in the case of
otherwise qualifying debt of the partnership.344

Certain corporate or partnership issues that otherwise would be
permitted to be held without limitation under the new special
straight debt rules described above will not be so permitted if the
REIT holding such securities, and any of its taxable REIT subsidi-
aries, holds any securities of the issuer which are not permitted se-
curities (prior to the application of this rule) and have an aggregate
value greater than one percent of the issuer’s outstanding securi-
ties.

Other securities

Except as provided in regulations, the following also are not con-
sidered “securities” for purposes of the rule that a REIT cannot
own more than 10 percent of the value of the outstanding securities
of a single issuer: (i) any loan to an individual or an estate, (ii) any
section 467 rental agreement, (as defined in section 467(d)), other
than with a person described in section 856(d)(2)(B), (iii) any obli-
gation to pay rents from real property, (iv) any security issued by
a State or any political subdivision thereof, the District of Colum-
bia, a foreign government, or any political subdivision thereof, or
the Commonwealth of Puerto Rico, but only if the determination of
any payment received or accrued under such security does not de-
pend in whole or in part on the profits of any entity not described
in this category, or payments on any obligation issued by such an
entity, (v) any security issued by a real estate investment trust;
and (vi) any other arrangement that, as determined by the Sec-
retary, is excepted from the definition of a security.

In addition, any debt instrument issued by a partnership and not
otherwise exempted from the definition of a “security” under the
straight debt exception or under the categories listed above shall
not be considered a security if at least 75 percent of the partner-

343 The prior law rules that limit qualified interest income to amounts the determination of
which do not depend, in whole or in part, on the income or profits of any person, continue to
apply to such contingent interest. See, e.g., secs. 856(c)(2)(G), 856(c)(3)(G) and 856(f).

344 Secs. 856(m)(3) and 856(m)(4)(A).



206

ship’s gross income (excluding gross income from prohibited trans-
actions) is derived from sources referred to in section 856(c)(3).345

Safe harbor testing date for certain rents

The Act provides specific safe-harbor rules regarding the dates
for testing whether 90 percent of a REIT property is rented to un-
related persons and whether the rents paid by related persons are
substantially comparable to unrelated party rents. These testing
rules are provided solely for purposes of the special provision per-
mitting rents received from a TRS to be treated as qualified rental
income for purposes of the income tests.346

Customary services exception

The Act prospectively eliminates the safe harbor allowing rents
received by a REIT to be exempt from the 100 percent excise tax
if the rents are for customary services performed by the TRS 347 or
are from a TRS and are described in section 512(b)(3). Instead,
such payments are free of the excise tax if they satisfy the present
law safe-harbor that applies if the REIT pays the TRS at least 150
percent of the cost to the TRS of providing any services.

Hedging rules

The rules governing the tax treatment of arrangements engaged
in by a REIT to reduce certain interest rate risks are prospectively
generally conformed to the rules included in section 1221. Also, the
income of a REIT from such a hedging transaction is excluded from
gross income for purposes of the 95-percent of gross income re-
quirement to the extent the transaction hedges any indebtedness
incurred or to be incurred by the REIT to acquire or carry real es-
tate assets.

95-percent of gross income requirement

The Act prospectively amends the tax liability owed by a REIT
when it fails to meet the 95-percent of gross income test by apply-
ing a taxable fraction based on 95 percent, rather than 90 percent,
of the REIT’s gross income.

Consequences of failure to meet REIT requirements

In general

Under the Act, a REIT may avoid disqualification in the event
of certain failures of the requirements for REIT status, provided
that (1) the failure was due to reasonable cause and not willful ne-
glect, (2) the failure is corrected, and (3) except for certain failures
not exceeding a specified de minimis amount, a penalty amount is
paid.

345 Sec. 856(m)(4)(B). Section 856(c)(3) describes the permitted real estate-related sources from
which 75 percent of a qualified REIT’s gross income must be derived.

3;BRTShe Act does not modify any of the standards of section 482 as they apply to REITs and
to S.

347 Although a REIT could itself provide such service and receive the income without receiving
any disqualified income, in that case the REIT itself would be bearing the cost of providing the
service. Under the prior law exception for a TRS providing such service, there was no explicit
requirement that the TRS be reimbursed for the full cost of the service.
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Certain de minimis asset failures of 5-percent or 10-percent
tests

One requirement of present and prior law is that, with certain
exceptions, (i) not more than 5 percent of the value of total REIT
assets may be represented by securities of one issuer, and (ii) a
REIT may not hold securities possessing more than 10 percent of
the total voting power or 10 percent of the total value of the out-
standing securities of any one issuer.348 The requirements must be
satisfied each quarter.

The Act provides that a REIT will not lose its REIT status for
failing to satisfy these requirements in a quarter if the failure is
due to the ownership of assets the total value of which does not ex-
ceed the lesser of (i) one percent of the total value of the REIT’s
assets at the end of the quarter for which such measurement is
done or (ii) 10 million dollars; provided in either case that the
REIT either disposes of the assets within six months after the last
day of the quarter in which the REIT identifies the failure (or such
other time period prescribed by the Treasury), or otherwise meets
the requirements of those rules by the end of such time period.349

Other asset test failures (whether of 5-percent or 10-percent
tests, or of 75-percent or other asset tests)

Under the Act, if a REIT fails to meet any of the asset test re-
quirements for a particular quarter and the failure exceeds the de
minimis threshold described above,359 then the REIT still will be
deemed to have satisfied the requirements if: (i) following the
REIT’s identification of the failure, the REIT files a schedule with
a description of each asset that caused the failure, in accordance
with regulations prescribed by the Treasury; (ii) the failure was
due to reasonable cause and not to willful neglect, (iii) the REIT
disposes of the assets within 6 months after the last day of the
quarter in which the identification occurred or such other time pe-
riod as is prescribed by the Treasury (or the requirements of the
rules are otherwise met within such period), and (iv) the REIT
pays a tax on the failure.

The tax that the REIT must pay on the failure is the greater of
(1) $50,000, or (ii) an amount determined (pursuant to regulations)
by multiplying the highest rate of tax for corporations under sec-
tion 11, by the net income generated by the assets for the period
beginning on the first date of the failure and ending on the date
the REIT has disposed of the assets (or otherwise satisfies the re-
quirements).

Such taxes are treated as excise taxes, for which the deficiency
provisions of the excise tax subtitle of the Code (subtitle F) apply.

348 Sec. 856(c)(4)(B)(iii). These rules do not apply to securities of a TRS, or to securities that
qualify for the 75 percent asset test of section 856(c)(4)(A), such as real estate assets, cash items
(including receivables), or Government securities.

349 A REIT might satisfy the requirements without a disposition, for example, by increasing
its other assets in the case of the 5 percent rule; or by the issuer modifying the amount or value
of its total securities outstanding in the case of the 10 percent rule.

3501t is intended that a REIT may also use the following procedure to cure de minimis failures
of asset tests other than the 5-percent or 10-percent tests. A technical correction may be nec-
essary so that the statute reflects this intent.
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Conforming reasonable cause and reporting standard for fail-
ures of income tests

The Act conforms the reporting and reasonable cause standards
for failure to meet the income tests to the new asset test standards.
However, the Act does not change the rule under section 857(b)(5)
that for income test failures, all of the net income attributed to the
disqualified gross income is paid as tax.

Other failures

The Act adds a provision under which, if a REIT fails to satisfy
one or more requirements for REIT qualification, other than the
95-percent and 75-percent gross income tests and other than the
new rules provided for failures of the asset tests, the REIT may re-
tain its REIT qualification if the failures are due to reasonable
cause and not willful neglect, and if the REIT pays a penalty of
$50,000 for each such failure.

Taxes and penalties paid deducted from amount required to
be distributed

Any taxes or penalties paid under the Act are deducted from the
net income of the REIT in determining the amount the REIT must
distribute under the 90-percent distribution requirement.

Expansion of deficiency dividend procedure

The Act expands the circumstances in which a REIT may declare
a deficiency dividend, by allowing such a declaration to occur after
the REIT has attached a statement to its amendment or supple-
ment to its tax return for the relevant tax year. Thus, the declara-
tion need not await a decision of the Tax Court, a closing agree-
ment, or an agreement signed by the Secretary of the Treasury.

Effective Date

The provision is generally effective for taxable years beginning
after December 31, 2000.

However, some of the provisions are effective for taxable years
beginning after the date of enactment (October 22, 2004). These
are: the new “look through” rules determining a REIT partner’s
share of partnership securities for purposes of the “straight debt”
rules; the provision changing the 90-percent of gross income ref-
erence to 95 percent, for purposes of the tax liability if a REIT fails
to meet the 95-percent of gross income test; the new hedging defini-
tion; 351 the rule modifying the treatment of rents with respect to
customary services; and the new rules for correction of certain fail-
ures to satisfy the REIT requirements.

3511n light of the fact that the identification rules of the applicable Treasury Regulations re-
quire identification within 30 days of entering a hedge, the new hedging rules are intended to
apply to hedges entered into in taxable years beginning after the date of enactment. A technical
correction may be necessary so that the statute reflects this intent.
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4. Special rules for certain film and television production
(sec. 244 of the Act and new sec. 181 of the Code)

Present and Prior Law

The modified Accelerated Cost Recovery System (“MACRS”) does
not apply to certain property, including any motion picture film,
video tape, or sound recording, or to any other property if the tax-
payer elects to exclude such property from MACRS and the tax-
payer properly applies a unit-of-production method or other method
of depreciation not expressed in a term of years. Section 197 does
not apply to certain intangible property, including property pro-
duced by the taxpayer or any interest in a film, sound recording,
video tape, book or similar property not acquired in a transaction
(or a series of related transactions) involving the acquisition of as-
sets constituting a trade or business or substantial portion thereof.
Thus, the recovery of the cost of a film, video tape, or similar prop-
erty that is produced by the taxpayer or is acquired on a “stand-
alone” basis by the taxpayer may not be determined under either
the MACRS depreciation provisions or under the section 197 amor-
tization provisions. The cost recovery of such property may be de-
termined under section 167, which allows a depreciation deduction
for the reasonable allowance for the exhaustion, wear and tear, or
obsolescence of the property. A taxpayer is allowed to recover,
through annual depreciation deductions, the cost of certain prop-
erty used in a trade or business or for the production of income.
Section 167(g) provides that the cost of motion picture films, sound
recordings, copyrights, books, and patents are eligible to be recov-
ered using the income forecast method of depreciation.

Reasons for Change

The Congress understood that over the past decade, production
of American film projects has moved to foreign locations. Specifi-
cally, in recent years, a number of foreign governments have of-
fered tax and other incentives designed to entice production of U.S.
motion pictures and television programs to their countries. These
governments have recognized that the benefits of hosting such pro-
ductions do not flow only to the film and television industry. These
productions create broader economic effects, with revenues and jobs
generated in a variety of other local businesses. Hotels, res-
taurants, catering companies, equipment rental facilities, transpor-
tation vendors, and many others benefit from these productions.

This has become a significant trend affecting the film and tele-
vision industry as well as the small businesses that they support.
The Congress understood that a recent report by the U.S. Depart-
ment of Commerce estimated that runaway production drains as
much as $10 billion per year from the U.S. economy. These losses
have been most pronounced in made-for-television movies and
miniseries productions. According to the report, out of the 308 U.S.-
developed television movies produced in 1998, 139 were produced
abroad. This is a significant increase from the 30 produced abroad
in 1990.

The Congress believed the report made a compelling case that
runaway film and television production has eroded important seg-



210

ments of a vital American industry. According to official labor sta-
tistics, more than 270,000 jobs in the U.S. are directly involved in
film production. By industry estimates, 70 to 80 percent of these
workers are hired at the location where the production is filmed.

The Congress believed this legislation would encourage producers
to bring feature film and television production projects to cities and
towns across the United States, thereby decreasing the runaway
production problem.

Explanation of Provision

The Act permits taxpayers to elect to deduct the cost of any
qualifying film and television production in the year the expendi-
ture is incurred in lieu of capitalizing the cost and recovering it
through depreciation allowances.352

The Act does not apply to any qualified film or television produc-
tion the aggregate cost of which exceeds $15 million.353 The thresh-
old is increased to $20 million if a significant amount of the pro-
duction expenditures are incurred in areas eligible for designation
as a low-income community or eligible for designation by the Delta
Regional Authority as a distressed county or isolated area of dis-
tress.

The Act defines a qualified film or television production as any
production of a motion picture (whether released theatrically or di-
rectly to video cassette or any other format); miniseries; scripted,
dramatic television episode; or movie of the week if at least 75 per-
cent of the total compensation expended on the production are for
services performed in the United States.354¢ With respect to prop-
erty which is one or more episodes in a television series, only the
first 44 episodes qualify under the provision.355 Qualified property
does not include sexually explicit productions as defined by section
2257 of title 18 of the U.S. Code.

The Congress intended that, for purposes of recapture under sec-
tion 1245, any deduction allowed under this the Act shall be treat-
ed as if it were a deduction allowable for amortization.356

Effective Date

The provision is effective for qualified productions commencing
after the date of enactment (October 22, 2004) and before January
1, 2009.357

352 An election to deduct such costs shall be made in such manner as prescribed by the Sec-
retary and by the due date (including extensions of time) for filing the taxpayer’s return of tax
for the taxable year in which production costs of such property are first incurred. An election
may not be revoked without the consent of the Secretary. The Congress intends that, in the ab-
sence of specific guidance by the Secretary, deducting qualifying costs on the appropriate tax
return shall constitute a valid election.

353 A qualifying film or television production that is co-produced is eligible for the benefits of
t}llg provision only if its aggregate cost, regardless of funding source, does not exceed the thresh-
0

354 The term compensation does not include participations and residuals.

3551t is intended that, with respect to episodes in a television series, the aggregate cost
threshold and the 75-percent-of-total-compensation test be applied on an episode-by-episode
basis. A technical correction may be necessary so that the statute reflects this intent.

356 A technical correction may be necessary so that the statute reflects this intent.

357 For this purpose, a production is treated as commencing on the first date of principal pho-
tography.
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5. Provide a tax credit for maintenance of railroad track
(sec. 245 of the Act and new sec. 45G of the Code)

Present and Prior Law

Under prior law, there was no provision that provided for a rail-
road track maintenance tax credit.

Explanation of Provision

The Act provides a 50-percent business tax credit for qualified
railroad track maintenance expenditures paid or incurred in a tax-
able year by eligible taxpayers. The credit is limited to the product
of $3,500 times the number of miles of railroad track owned or
leased by an eligible taxpayer as of the close of its taxable year.
Each mile of railroad track may be taken into account only once,
either by the owner of such mile or by the owner’s assignee, in com-
puting the per-mile limitation. Qualified railroad track mainte-
nance expenditures are defined as amounts expended (whether or
not chargeable to a capital account) for maintaining railroad track
(including roadbed, bridges, and related track structures) owned or
leased as of January 1, 2005, by a Class II or Class III railroad.
An eligible taxpayer is defined as: (1) any Class II or Class III rail-
road; and (2) any person who transports property using the rail fa-
cilities of a Class II or Class III railroad or who furnishes railroad-
related property or services to such person. The taxpayer’s basis in
railroad track is reduced by the amount of the credit allowed. No
portion of the credit may be carried back to any taxable year begin-
ning before January 1, 2005. Other rules apply.

This credit applies to qualified railroad track maintenance ex-
penditures paid or incurred during taxable years beginning after
December 31, 2004, and before January 1, 2008.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2004.

6. Suspension of occupational taxes relating to distilled spir-
its, wine, and beer (sec. 246 of the Act and new sec. 5148
of the Code)

Present and Prior Law

Special occupational taxes are imposed on producers and others
engaged in the marketing of distilled spirits, wine, and beer. These
excise taxes are imposed as part of a broader Federal tax and regu-
latory regime governing the production and marketing of alcoholic
beverages. The special occupational taxes are payable annually, on
July 1 of each year. The present tax rates are as follows:

Producers: 358
Distilled spirits and wines
(sec. 5O8L) .evvvvvrvecieiaeannnn. $1,000 per year, per premise
Brewers (sec. 5091) .............. $1,000 per year, per premise
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Wholesale dealers (sec. 5111)

Liquors, wines, or beer ........ $500 per year
Retail dealers (sec. 5121)
Liquors, wines, or beer ........ $250 per year
Nonbeverage use of distilled
spirits (sec. 5131) .....covvvvvvnnneee. $500 per year
Industrial use of distilled spirits
(S€C. B2T6) ccvveeeeeeeeeeeeeeeeeenn, $250 per year

358 A reduced rate of tax in the amount of $500 is imposed on small proprietors. Secs. 5081(b), 5091(b).

The Code requires every wholesale or retail dealer in liquors,
wine or beer to keep records of its transactions.352 A delegate of the
Secretary of the Treasury is authorized to inspect the records of
any dealer during business hours.360 There are penalties for failing
to comply with the recordkeeping requirements.361

The Code limits the persons from whom dealers may purchase
their liquor stock intended for resale. Under the Code, a dealer
may only purchase from:

1. a wholesale dealer in liquors who has paid the special occupa-
tional tax as such dealer to cover the place where such purchase
is made; or

2. a wholesale dealer in liquors who is exempt, at the place
where such purchase is made, from payment of such tax under any
provision of chapter 51 of the Code; or

3. a person who is not required to pay special occupational tax
as a wholesale dealer in liquors.362

In addition, a limited retail dealer (such as a charitable organiza-
tion selling liquor at a picnic) may lawfully purchase distilled spir-
its for resale from a retail dealer in liquors.363

Violation of this restriction is punishable by $1,000 fine, impris-
onment of one year, or both.364 A violation also makes the alcohol
subject to seizure and forfeiture.365

Reasons for Change

The special occupational tax is not a tax on alcoholic products
but rather operates as a license fee on businesses. The Congress
believed that this tax places an unfair burden on business owners.
However, the Congress recognized that the recordkeeping and reg-
istration requirements applicable to wholesalers and retailers en-
gaged in such businesses are necessary enforcement tools to ensure
the protection of the revenue arising from the excise taxes on these
products. Thus, the Congress believed it appropriate to suspend the
tax for a three-year period, while retaining present-law record-
keeping and registration requirements.

359 Secs. 5114, 5124.

360 Sec. 5146.

361 Sec. 5603.

362 Sec. 5117. For example, purchases from a proprietor of a distilled spirits plant at his prin-
cipal business office would be covered under item (2) since such a proprietor is not subject to
the special occupational tax on account of sales at his principal business office. Sec. 5113(a).
Purchases from a State-operated liquor store would be covered under item (3). Sec. 5113(b).

363 Sec. 5117(b).

364 Sec. 5687.

365Sec. 7302.
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Explanation of Provision

Under the Act, the special occupational taxes on producers and
marketers of alcoholic beverages are suspended for a three-year pe-
riod, July 1, 2005 through June 30, 2008. Present-law record-
keeping and registration requirements continue to apply, notwith-
standing the suspension of the special occupation taxes. In addi-
tion, during the suspension period, it shall be unlawful for any
dealer to purchase distilled spirits for resale from any person other
than a wholesale dealer in liquors who is subject to the record-
keeping requirements, except that a limited retail dealer may pur-
chase distilled spirits for resale from a retail dealer in liquors, as
permitted under present law.

Effective Date

The provision is effective on the date of enactment (October 22,
2004).

7. Modification of unrelated business income limitation on
investment in certain small business investment compa-
nies (sec. 247 of the Act and sec. 514 of the Code)

Present and Prior Law

In general, an organization that is otherwise exempt from Fed-
eral income tax is taxed on income from a trade or business regu-
larly carried on that is not substantially related to the organiza-
tion’s exempt purposes. Certain types of income, such as rents, roy-
alties, dividends, and interest, generally are excluded from unre-
lated business taxable income except when such income is derived
from “debt-financed property.” Debt-financed property generally
means any property that is held to produce income and with re-
spect to which there is acquisition indebtedness at any time during
the taxable year.

In general, income of a tax-exempt organization that is produced
by debt-financed property is treated as unrelated business income
in proportion to the acquisition indebtedness on the income-pro-
ducing property. Acquisition indebtedness generally means the
amount of unpaid indebtedness incurred by an organization to ac-
quire or improve the property and indebtedness that would not
have been incurred but for the acquisition or improvement of the
property. Under present and prior law, acquisition indebtedness
does not include, however, (1) certain indebtedness incurred in the
performance or exercise of a purpose or function constituting the
basis of the organization’s exemption, (2) obligations to pay certain
types of annuities, (3) an obligation, to the extent it is insured by
the Federal Housing Administration, to finance the purchase, reha-
bilitation, or construction of housing for low and moderate income
persons, or (4) indebtedness incurred by certain qualified organiza-
tions to acquire or improve real property.

Special rules apply in the case of an exempt organization that
owns a partnership interest in a partnership that holds debt-fi-
nanced income-producing property. An exempt organization’s share
of partnership income that is derived from such debt-financed prop-
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erty generally is taxed as debt-financed income unless an exception
provides otherwise.

Reasons for Change

Small business investment companies obtain financial assistance
from the Small Business Administration in the form of equity or
by incurring indebtedness that is held or guaranteed by the Small
Business Administration pursuant to the Small Business Invest-
ment Act of 1958. Tax-exempt organizations that invest in small
business investment companies who are treated as partnerships
and who incur indebtedness that is held or guaranteed by the
Small Business Administration may be subject to unrelated busi-
ness income tax on their distributive shares of income from the
small business investment company. Congress believed that the im-
position of unrelated business income tax in such cases creates a
disincentive for tax-exempt organizations to invest in small busi-
ness investment companies, thereby reducing the amount of invest-
ment capital that may be provided by small business investment
companies to the nation’s small businesses. Congress believed,
however, that ownership limitations on the percentage interests
that may be held by exempt organizations are appropriate to pre-
vent all or most of a small business investment company’s income
from escaping Federal income tax.

Explanation of Provision

The Act modifies the debt-financed property provisions by exclud-
ing from the definition of acquisition indebtedness any indebted-
ness incurred by a small business investment company licensed
after the date of enactment (October 22, 2004) under the Small
Business Investment Act of 1958 that is evidenced by a debenture
(1) issued by such company under section 303(a) of said Act, and
(2) held or guaranteed by the Small Business Administration. The
exclusion does not apply during any period that any exempt organi-
zation (other than a governmental unit) owns more than 25 percent
of the capital or profits interest in the small business investment
company, or exempt organizations (including governmental units
other than any agency or instrumentality of the United States)
own, in the aggregate, 50 percent or more of the capital or profits
interest in such company.

Effective Date

The provision is effective for debt incurred after the date of en-
actment (October 22, 2004) by small business investment compa-
nies licensed after the date of enactment (October 22, 2004).

8. Election to determine taxable income from certain inter-
national shipping activities using per ton rate (sec. 248
of the Act and new secs. 1352-1359 of the Code)

Present and Prior Law

The United States employs a “worldwide” tax system, under
which domestic corporations generally are taxed on all income, in-
cluding income from shipping operations, whether derived in the
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United States or abroad. In order to mitigate double taxation, a for-
eign tax credit for income taxes paid to foreign countries is pro-
vided to reduce or eliminate the U.S. tax owed on such income,
subject to certain limitations.

Generally, the United States taxes foreign corporations only on
income that has a sufficient nexus to the United States. Thus, a
foreign corporation is generally subject to U.S. tax only on income,
including income from shipping operations, which is “effectively
connected” with the conduct of a trade or business in the United
States (sec. 882). Such “effectively connected income” generally is
taxed in the same manner and at the same rates as the income of
a U.S. corporation.

The United States imposes a four percent tax on the amount of
a foreign corporation’s U.S. gross transportation income (sec. 887).
Transportation income includes income from the use (or hiring or
leasing for use) of a vessel and income from services directly re-
lated to the use of a vessel. Fifty percent of the transportation in-
come attributable to transportation that either begins or ends (but
not both) in the United States is treated as U.S. source gross trans-
portation income. The tax does not apply, however, to U.S. gross
transportation income that is treated as income effectively con-
nected with the conduct of a U.S. trade or business. U.S. gross
transportation income is not treated as effectively connected in-
come unless (1) the taxpayer has a fixed place of business in the
United States involved in earning the income, and (2) substantially
all the income is attributable to regularly scheduled transportation.

The taxes imposed by section 882 and 887 on income from ship-
ping operations may be limited by an applicable U.S. income tax
treaty or by an exemption of a foreign corporation’s international
shipping operations income in instances where a foreign country
grants an equivalent exemption (sec. 883).

Under prior law, there was no provision that provided an alter-
native to the corporate income tax for taxable income attributable
to international shipping activities.

Reasons for Change

In general, the Congress believed operators of U.S.-flag vessels in
international trade were subject to higher taxes than their foreign-
based competition. The uncompetitive U.S. taxation of shipping in-
come caused a steady and substantial decline of the U.S. shipping
industry. The Congress believed that the Act provides operators of
U.S.-flag vessels in international trade the opportunity to be com-
petitive with their tax-advantaged foreign competitors.

Explanation of Provision

In general

The Act generally allows corporations to elect a “tonnage tax” in
lieu of the corporate income tax on taxable income from certain
shipping activities. Accordingly, an electing corporation’s gross in-
come does not include its income from qualifying shipping activi-
ties, and electing corporations are only subject to tax on these ac-
tivities at the maximum corporate income tax rate on their notional
shipping income, which is based on the net tonnage of the corpora-
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tion’s qualifying vessels. An electing corporation is treated as a sep-
arate trade or business activity distinct from all other activities
conducted by such corporation.

Notional shipping income

An electing corporation’s notional shipping income for the taxable
year is the sum of the products of the following amounts for each
of the qualifying vessels it operates: (1) the daily notional shipping
income 366 from the operation of the qualifying vessel in United
States foreign trade,367 and (2) the number of days during the tax-
able year that the electing corporation operated such vessel as a
qualifying vessel in United States foreign trade.368 However, in the
case of a qualifying vessel any of the income of which is not in-
cluded in gross income, the amount of notional shipping income
from such vessel is equal to the notional shipping income from such
vessel (determined without regard to this provision) that bears the
same ratio as the gross income from the operation of such vessel
in the United States foreign trade bears to the sum of such gross
income and the income so excluded. Generally, a “qualifying vessel”
is described as a self-propelled U.S.-flag vessel of not less than
10,000 deadweight tons used exclusively in U.S. foreign trade.

Items not subject to corporate income tax

Generally, a corporate member of an electing group3%° does not
include in gross income its income from qualifying shipping activi-
ties. Qualifying shipping activities consist of (1) core qualifying ac-
tivities, (2) qualifying secondary activities, and (3) qualifying inci-
dental activities. All of an electing entity’s core qualifying activities
are excluded from gross income. However, only a portion of an
electing corporation’s secondary and incidental activities are treat-
ed as qualifying income and thus, are excluded from gross income.

Core qualifying activities consist of the operation of qualifying
vessels.370 Secondary activities generally consist of (1) the active
management or operation of vessels in U.S. foreign trade; (2) the
provision of vessels, barge, container or cargo-related facilities or
services; and (3) other activities of the electing corporation and
other members of its electing group that are an integral part of its
business of operating qualifying vessels in United States foreign
trade. Secondary activities do not include any core qualifying ac-
tivities.371 Incidental activities are activities that are incidental to

366 The daily notional shipping income from the operation of a qualifying vessel is 40 cents
for each 100 tons of the net tonnage of the vessel (up to 25,000 net tons), and 20 cents for each
100 tons of the net tonnage of the vessel, in excess of 25,000 net tons.

367 “United States foreign trade” means the transportation of goods or passengers between a
place in the United States and a foreign place or between foreign places. The temporary use
in the United States domestic trade (i.e., the transportation of goods or passengers between
places in the United States) of any qualifying vessel is deemed to be the use in the United
States foreign trade of such vessel, if such use does not exceed 30 days in a taxable year.

368 Special rules apply in the case of multiple operators of a vessel.

369 An electing group means any group that would be treated as a single employer under sub-
section (a) or (b) of section 52 if paragraphs (1) and (2) of section 52(a) did not apply.

3701t is intended that the operation of a lighter-aboard-ship be treated as the operation of a
vessel and not the operation of a barge.

371The Act also provides any activities that would otherwise constitute core qualifying activi-
ties of a corporation, who is a member of an electing group but is not an electing corporation,
are treated as qualifying secondary activities. A technical correction may be necessary so that
the statute reflects this intent. See section 2(a)(3) of H.R. 5395 and S. 3019, the “Tax Technical
Corrections Act of 2004,” introduced November 19, 2004.
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core qualifying activities and are not qualifying secondary activi-
ties.

Denial of credits, income and deductions

Each item of loss, deduction, or credit of any taxpayer is dis-
allowed with respect to the income that is excluded from gross in-
come under the Act. An electing corporation’s interest expense is
disallowed in the ratio that the fair market value of its qualifying
vessels bears to the fair market value of its total assets; special
rules apply for disallowing interest expense in the context of an
electing group.

No deductions are allowed against the notional shipping income
of an electing corporation, and no credit is allowed against the no-
tional tax imposed under the tonnage tax regime. No deduction is
allowed for any net operating loss attributable to the qualifying
shipping activities of a corporation to the extent that such loss is
carried forward by the corporation from a taxable year preceding
the first taxable year for which such corporation was an electing
corporation.

Dispositions of qualifying vessels

Generally, if a qualifying vessel operator sells or disposes of a
qualifying vessel in an otherwise taxable transaction, at the elec-
tion of the operator no gain is recognized if a replacement quali-
fying vessel is acquired during a limited replacement period except
to the extent that the amount realized upon such sale or disposi-
tion exceeds the cost of the replacement qualifying vessel. Gen-
erally, in the case of the replacement of a qualifying vessel that re-
sults in the nonrecognition of any part of the gain under the rule
above, the basis of the replacement vessel is the cost of such re-
placement property decreased in the amount of gain not recognized.

Generally, a qualifying vessel operator is a corporation that (1)
operates one or more qualifying vessels and (2) meets certain re-
quirements with respect to its shipping activities.372 Special rules
apply in determining whether corporate partners in pass-through
entities are treated as qualifying vessel operators.

Election

Generally, any qualifying vessel operator may elect into the ton-
nage tax regime and such election is made in the form prescribed
by Treasury. An election is only effective if made on or before the
due date (including extensions) for filing the corporation’s return
for such taxable year.373 However, a qualifying vessel operator,
which is a member of a controlled group, may only make an elec-
tion into the tonnage tax regime if all qualifying vessel operators
that are members of the controlled group make such an election.
Once made, an election is effective for the taxable year in which

372 A person is generally treated as operating any vessel during a period if such vessel is
owned by or chartered to such person (the term “charter” includes an operating agreement), and
is in use as a qualifying vessel during such period. Special rules apply in the case of pass-
through entities, and special rules apply in an instance in which an electing entity temporarily
ceases to operate a qualifying vessel due to dry-docking, surveying, inspection, repairs and the

e.
373 A technical correction may be necessary so that the statute reflects this intent.
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it was made and for all succeeding taxable years of the entity until
the election is terminated.

Effective Date

The provision is effective for taxable years beginning after the
date of enactment (October 22, 2004).

F. Exclusion of Incentive Stock Options and Employee Stock
Purchase Plan Stock Options from Wages (sec. 251 of the
Act and secs. 421(b), 423(c), 3121(a), 3231, and 3306(b) of
the Code)

Present and Prior Law

Generally, when an employee exercises a compensatory option on
employer stock, the difference between the option price and the fair
market value of the stock (i.e., the “spread”) is includible in income
as compensation. In the case of an incentive stock option or an op-
tion to purchase stock under an employee stock purchase plan (col-
lectively referred to as “statutory stock options”), the spread is not
included in income at the time of exercise.374

If the statutory holding period requirements are satisfied with
respect to stock acquired through the exercise of a statutory stock
option, the spread, and any additional appreciation, will be taxed
as capital gain upon disposition of such stock. Compensation in-
come is recognized, however, if there is a disqualifying disposition
(i.e., if the statutory holding period is not satisfied) of stock ac-
quired pursuant to the exercise of a statutory stock option.

Federal Insurance Contribution Act (“FICA”) and Federal Unem-
ployment Tax Act (“FUTA”) taxes (collectively referred to as “em-
ployment taxes”) are generally imposed in an amount equal to a
percentage of wages paid by the employer with respect to employ-
ment.375 Under prior law, the applicable Code provisions 376 did not
provide an exception from FICA and FUTA taxes for wages paid to
an employee arising from the exercise of a statutory stock option.

There had been uncertainty in the past as to employer with-
holding obligations upon the exercise of statutory stock options. On
June 25, 2002, the IRS announced that until further guidance is
issued, it would not assess FICA or FUTA taxes, or impose Federal
income tax withholding obligations, upon either the exercise of a
statutory stock option or the disposition of stock acquired pursuant
to the exercise of a statutory stock option.377

Reasons for Change

To provide taxpayers certainty, the Congress believed that it was
appropriate to clarify the treatment of statutory stock options for
employment tax and income tax withholding purposes. The Con-
gress believed that, in the past, the IRS had been inconsistent in
its treatment of taxpayers with respect to this issue and did not

374 Sec. 421. For purposes of the individual alternative minimum tax, the transfer of stock
pursuant to an incentive stock option is generally treated as the transfer of stock pursuant to
a nonstatutory option. Sec. 56(b)(3).

375 Secs. 3101, 3111 and 3301.

376 Secs. 3121 and 3306.

377 Notice 2002-47, 2002-28 I.R.B. 97.
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uniformly challenge taxpayers who did not collect employment
taxes and withhold income taxes on statutory stock options.

Until January 2001, the IRS had not published guidance with re-
spect to the imposition of employment taxes and income tax with-
holding on statutory stock options. Many taxpayers relied on guid-
ance published with respect to qualified stock options (the prede-
cessor to incentive stock options) to take the position that no em-
ployment taxes or income tax withholding were required with re-
spect to statutory stock options. It was the Congress’ belief that a
majority of taxpayers did not withhold employment and income
taxes with respect to statutory stock options. Thus, proposed IRS
regulations, if implemented, would have altered the treatment of
statutory stock options for most employers.

Because there is a specific income tax exclusion with respect to
statutory stock options, the Congress believed it was appropriate to
clarify that there is a conforming exclusion for employment taxes
and income tax withholding. Statutory stock options are required
to meet certain Code requirements that do not apply to non-
qualified stock options. The Congress believed that such require-
ments are intended to make statutory stock options a tool of em-
ployee ownership rather than a form of compensation subject to
employment taxes. Furthermore, Congress believed that this clari-
fication would ensure that, if further IRS guidance is issued, em-
ployees would not be faced with a tax increase that would reduce
their net paychecks even though their total compensation had not
changed.

The clarification would also eliminate the administrative burden
and cost to employers who, in the absence of the Act, could be re-
quired to modify their payroll systems to provide for the with-
holding of income and employment taxes on statutory stock options
that they were not currently required to withhold.

Explanation of Provision

The Act provides specific exclusions from FICA and FUTA wages
for remuneration on account of the transfer of stock pursuant to
the exercise of an incentive stock option or under an employee
stock purchase plan, or any disposition of such stock. Thus, under
the Act, FICA and FUTA taxes do not apply upon the exercise of
a statutory stock option.378 The Act also provides that such remu-
neration is not taken into account for purposes of determining So-
cial Security benefits.

Additionally, the Act provides that Federal income tax with-
holding is not required on a disqualifying disposition, nor when
compensation is recognized in connection with an employee stock
purchase plan discount. Present law reporting requirements con-
tinue to apply.

Effective Date

The provision is effective for stock acquired pursuant to options
exercised after the date of enactment (October 22, 2004 ).

378 The Act also provides a similar exclusion under the Railroad Retirement Tax Act.



III. TAX RELIEF FOR AGRICULTURE AND SMALL
MANUFACTURERS

A. Volumetric Ethanol Excise Tax Credit

1. Incentives for alcohol and biodiesel fuels (sec. 301 of the
Act and secs. 4041, 4081, 4091, 6427, 9503 and new sec-
tion 6426 of the Code)

Present and Prior Law

Alcohol fuels income tax credit

The alcohol fuels credit is the sum of three credits: the alcohol
mixture credit, the alcohol credit, and the small ethanol producer
credit. Generally, under prior law the alcohol fuels credit was
scheduled to expire after December 31, 2007.37°

A taxpayer (generally a petroleum refiner, distributor, or mar-
keter) who mixes ethanol with gasoline (or a special fuel 380) is an
“ethanol blender.” In 2004, ethanol blenders were eligible for an in-
come tax credit of 52 cents per gallon of ethanol used in the pro-
duction of a qualified mixture (the “alcohol mixture credit”). A
qualified mixture means a mixture of alcohol and gasoline (or of al-
cohol and a special fuel) sold by the blender as fuel or used as fuel
by the blender in producing the mixture. The term alcohol includes
methanol and ethanol but does not include (1) alcohol produced
from petroleum, natural gas, or coal (including peat), or (2) alcohol
with a proof of less than 150. In 2004, businesses also may reduce
their income taxes by 52 cents for each gallon of ethanol (not mixed
with gasoline or other special fuel) that they sell at the retail level
as vehicle fuel or use themselves as a fuel in their trade or busi-
ness (“the alcohol credit”). Beginning on January 1, 2005, the cred-
its are reduced to 51 cents per gallon.

A separate income tax credit is available for small ethanol pro-
ducers (the “small ethanol producer credit”). A small ethanol pro-
ducer is defined as a person whose ethanol production capacity
does not exceed 30 million gallons per year. The small ethanol pro-
ducer credit is 10 cents per gallon of ethanol produced during the
taxable year for up to a maximum of 15 million gallons.

The credits that comprise the alcohol fuels tax credit are includ-
ible in income. The credit may not be used to offset alternative
minimum tax liability. The credit is treated as a general business
credit, subject to the ordering rules and carryforward/carryback
rules that apply to business credits generally.

379The alcohol fuels credit is unavailable when, for any period before January 1, 2008, the
tax rates for gasoline and diesel fuels drop to 4.3 cents per gallon.

380 A gpecial fuel includes any liquid (other than gasoline) that is suitable for use in an inter-
nal combustion engine.

(220)
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Excise tax reductions for alcohol mixture fuels

In general
Generally, motor fuels tax rates are as follows: 381

Cents per
gallon
(€ =710 T V< TN 18.3
Diesel fuel and kerosene .........ccccoeeeevvvvvveeeiiiiiiiieeeeennnn, 24.3
Special motor fuels .......ccccceeeeeiieeieccie e 18.3

Under prior law, alcohol-blended fuels were subject to a reduced
rate of tax. The benefits provided by the alcohol fuels income tax
credit and the excise tax reduction were integrated such that the
alcohol fuels credit was reduced to take into account the benefit of
any excise tax reduction.

Gasohol

Under prior law, registered ethanol blenders could forgo the full
income tax credit and instead pay reduced rates of excise tax on
gasoline that they purchased for blending with ethanol. Most of the
benefit of the alcohol fuels credit was claimed through the excise
tax system.

The reduced excise tax rates applied to gasohol upon its removal
or entry. Gasohol was defined as a gasoline/ethanol blend that con-
tains 5.7 percent ethanol, 7.7 percent ethanol, or 10 percent eth-
anol. For the calendar year 2004, the following reduced rates ap-
plied to gasohol: 382

Cents per
gallon
5.7 percent ethanol ............ccccccoiiiiiiiiiiiiiiiiiee e, 15.436
7.7 percent ethanol ...........ccccccoeviiiiiiiiiiiieieeeeceeecciis 14.396
10.0 percent ethanol .............cccccvvieeeiiiiiiiiiiiieeeee. 13.200

Reduced excise tax rates also applied when gasoline was pur-
chased for the production of “gasohol.” When gasoline was pur-
chased for blending into gasohol, the rates above were multiplied
by a fraction (e.g., 10/9 for 10-percent gasohol) so that the in-
creased volume of motor fuel will be subject to tax. The reduced tax
rates applied if the person liable for the tax was registered with
the IRS and (1) that person produced gasohol with gasoline within
24 hours of removing or entering the gasoline or (2) the gasoline
was sold upon its removal or entry and the person liable for the

381These fuels are also subject to an additional 0.1 cent-per-gallon excise tax to fund the
Leaking Underground Storage Tank Trust Fund. See secs. 4041(d) and 4081(a)2)(B). In addi-
tion, the basic fuel tax rate will drop to 4.3 cents per gallon beginning on October 1, 2005.

382These rates include the additional 0.1 cent-per-gallon excise tax to fund the Leaking Un-
derground Storage Tank Trust Fund. These special rates will terminate after September 30,
2007 (sec. 4081(c)(8)).
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tax has an unexpired certificate from the buyer and has no reason
to believe the certificate is false.383

Qualified methanol and ethanol fuels

Under prior law, qualified methanol or ethanol fuel was any liq-
uid that contains at least 85 percent methanol or ethanol or other
alcohol produced from a substance other than petroleum or natural
gas. These fuels were taxed at reduced rates.384 The rate of tax on
qualified methanol was 12.35 cents per gallon. The rate on quali-
fied ethanol in 2004 was 13.15 cents. From January 1, 2005,
through September 30, 2007, the rate of tax on qualified ethanol
was 13.25 cents.

Alcohol produced from natural gas

A mixture of methanol, ethanol, or other alcohol produced from
natural gas that consists of at least 85 percent alcohol is also taxed
at reduced rates.385 For mixtures not containing ethanol, the appli-
cable rate of tax is 9.25 cents per gallon before October 1, 2005. In
all other cases, the rate is 11.4 cents per gallon. After September
30, 2005, the rate is reduced to 2.15 cents per gallon when the mix-
ture does not contain ethanol and 4.3 cents per gallon in all other
cases.

Blends of alcohol and diesel fuel or special motor fuels

A reduced rate of tax applied to diesel fuel or kerosene that was
combined with alcohol as long as at least 10 percent of the finished
mixture was alcohol. If none of the alcohol in the mixture was eth-
anol, the rate of tax is 18.4 cents per gallon. For alcohol mixtures
containing ethanol, the rate of tax in 2004 was 19.2 cents per gal-
lon and 19.3 cents per gallon for 2005 through September 30, 2007.
Fuel removed or entered for use in producing a 10 percent diesel-
alcohol fuel mixture (without ethanol), was subject to a tax of 20.44
cents per gallon. The rate of tax for fuel removed or entered for use
to produce a 10 percent diesel-ethanol fuel mixture is 21.333 cents
per gallon for 2004 and 21.444 cents per gallon for the period Janu-
ary 1, 2005, through September 30, 2007.386

Special motor fuel (nongasoline) mixtures with alcohol also were
taxed at reduced rates.

Aviation fuel

Noncommercial aviation fuel is subject to a tax of 21.9 cents per
gallon.387 Fuel mixtures containing at least 10 percent alcohol were
taxed at lower rates.388 In the case of 10 percent ethanol mixtures,
for any sale or use during 2004, the 21.9 cents was reduced by 13.2

383Treas. Reg. sec. 48.4081-6(c). A certificate from the buyer assures that the gasoline will
be used to produce gasohol within 24 hours after purchase. A copy of the registrant’s letter of
registration cannot be used as a gasohol blender’s certificate.

384These reduced rates terminate after September 30, 2007. Included in these rates is the
0.05—cent-per-gallon Leaking Underground Storage Tank Trust Fund tax imposed on such fuel.
(sec. 4041(b)(2)).

385These rates include the additional 0.1 cent-per-gallon excise tax to fund the Leaking Un-
derground Storage Tank Trust Fund (sec. 4041(d)(1)).

386 These rates include the additional 0.1 cent-per-gallon excise tax to fund the Leaking Un-
derground Storage Tank Trust Fund.

387 This rate includes the additional 0.1 cent-per-gallon tax for the Leaking Underground Stor-
age Tank Trust fund.

388 Secs. 4041(k)(1) and 4091(c).
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cents (for a tax of 8.7 cents per gallon), for 2005, 2006, and 2007
the reduction was 13.1 cents (for a tax of 8.8 cents per gallon) and
was reduced by 13.4 cents in the case of any sale during 2008 or
thereafter. For mixtures not containing ethanol, the 21.9 cents was
reduced by 14 cents for a tax of 7.9 cents. These reduced rates were
scheduled to expire after September 30, 2007.389

When aviation fuel was purchased for blending with alcohol, the
rates above were multiplied by a fraction (10/9) so that the in-
creased volume of aviation fuel will be subject to tax.

Refunds and payments

If fully taxed gasoline (or other taxable fuel) was used to produce
a qualified alcohol mixture, the Code permitted the blender to file
a claim for a quick excise tax refund. The refund was equal to the
difference between the gasoline (or other taxable fuel) excise tax
that was paid and the tax that would have been paid by a reg-
istered blender on the alcohol fuel mixture being produced. Gen-
erally, the IRS paid these quick refunds within 20 days. Interest
accrued if the refund was paid more than 20 days after filing. A
claim could be filed by any person with respect to gasoline, diesel
fuel, or kerosene used to produce a qualified alcohol fuel mixture
for any period for which $200 or more was payable and which was
not less than one week.

Ethyl tertiary butyl ether (ETBE)

Ethyl tertiary butyl ether (“ETBE”) is an ether that is manufac-
tured using ethanol. Unlike ethanol, ETBE can be blended with
gasoline before the gasoline enters a pipeline because ETBE does
not result in contamination of fuel with water while in transport.
Treasury regulations provide that gasohol blenders could claim
(under prior law) the income tax credit and excise tax rate reduc-
tions for ethanol used in the production of ETBE. The regulations
also provide a special election allowing refiners to claim the benefit
of the prior-law excise-tax-rate reduction even though the fuel
being removed from terminals did not contain the requisite per-
centages of ethanol for claiming the excise tax rate reduction.

Highway Trust Fund

With certain exceptions, the taxes imposed by section 4041 (relat-
ing to retail taxes on diesel fuels and special motor fuels) and sec-
tion 4081 (relating to tax on gasoline, diesel fuel and kerosene) are
credited to the Highway Trust Fund. Under prior law, in the case
of alcohol fuels, 2.5 cents per gallon of the tax imposed was re-
tained in the General Fund.390 Under prior law, in the case of a
taxable fuel taxed at a reduced rate upon removal or entry prior
to mixing with alcohol, 2.8 cents of the reduced rate was retained
in the General Fund.391

Biodiesel

If biodiesel is used in the production of blended taxable fuel, the
Code imposes tax on the removal or sale of the blended taxable

389 Sec. 4091(c)(1).
390 Sec. 9503(b)(4)(E).
391 Sec. 9503(b)(4)(F).
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fuel.392 In addition, the Code imposes tax on any liquid other than
gasoline sold for use or used as a fuel in a diesel-powered highway
vehicle or diesel-powered train unless tax was previously imposed
and not refunded or credited.393 If biodiesel that was not previously
taxed or exempt is sold for use or used as a fuel in a diesel-powered
highway vehicle or a diesel-powered train, tax is imposed.394 There
are no reduced excise tax rates for biodiesel.

Reasons for Change

Highway vehicles using alcohol-blended fuels contribute to the
wear and tear of the same highway system used by gasoline or die-
sel vehicles. Therefore, the Congress believed that alcohol-blended
fuels should be taxed at rates equal to gasoline or diesel. The Con-
gress believed that prior law provided opportunities for fraud be-
cause individuals could buy gasoline at reduced tax rates for blend-
ing with alcohol, but never actually use the gasoline to make an
alcohol fuel blend, The Congress believed that eliminating the re-
duced tax rate on gasoline prior to blending with alcohol would re-
duce such opportunities for fraud. The Congress also believed that
providing a tax credit based on the gallons of alcohol used to make
an alcohol fuel and eliminating the various blend tiers associated
with reduced tax rates for alcohol-blended fuels would simplify
present law.

Explanation of Provision

Overview

The Act eliminates reduced rates of excise tax for most alcohol-
blended fuels. The Act imposes the full rate of excise tax on most
alcohol-blended fuels (18.3 cents per gallon on gasoline blends and
24.3 cents per gallon of diesel blended fuel). In place of reduced
rates, the Act creates two new excise tax credits: the alcohol fuel
mixture credit and the biodiesel mixture credit. The sum of these
credits may be taken against the tax imposed on taxable fuels (by
section 4081). The Act allows taxpayers to file a claim for payment
equal to the amount of these credits for biodiesel or alcohol used
to produce an eligible mixture.

Under certain circumstances, a tax is imposed if an alcohol fuel
mixture credit or biodiesel fuel mixture credit is claimed with re-
spect to alcohol or biodiesel used in the production of any alcohol
or biodiesel mixture, which is subsequently used for a purpose for
which the credit is not allowed or changed into a substance that
does not qualify for the credit.

The Act eliminates the General Fund retention of certain taxes
on alcohol fuels, and credits these taxes to the Highway Trust

392 Sec. 4081(b); Rev. Rul. 2002-76, 200246 I.R.B. 841 (2002). “Taxable fuels” are gasoline,
diesel and kerosene (sec. 4083). B10d1ese1 although suitable for use as a fuel in a diesel-powered
highway vehicle or diesel-powered train, contains less than four percent normal paraffins and,
therefore, is not treated as diesel fuel under the applicable Treasury regulations. Treas. Reg
secs. 48.4081-1(c)(2){i) and (ii), and 48.4081-1(b); Rev. Rul. 2002-76, 2002-46 1.R.B. 841 (2002).
As a result, biodiesel alone is not a taxable fuel for purposes of section 4081. As noted above,
however, tax is imposed upon the removal or entry of blended taxable fuel made with biodiesel.

393 Selc 4041. The tax imposed under section 4041 also will not apply if an exemption from
tax app.

394 Rev. Rul 2002-76, 200246 1.R.B. 841 (2002).
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Fund. The Highway Trust Fund is credited with the full amount
of tax imposed on alcohol and biodiesel fuel mixtures.

The Act also extends the present-law alcohol fuels income tax
credit through December 31, 2010.

Alcohol fuel mixture excise tax credit

The Act eliminates the reduced rates of excise tax for most alco-
hol-blended fuels.395 Under the Act, the full rate of tax for taxable
fuels is imposed on both alcohol fuel mixtures and the taxable fuel
used to produce an alcohol fuel mixture.

In lieu of the reduced excise tax rates, the Act provides for an
excise tax credit, the alcohol fuel mixture credit. The alcohol fuel
mixture credit is 51 cents for each gallon of alcohol used by a per-
son in producing an alcohol fuel mixture for sale or use in a trade
or business of the taxpayer. For mixtures not containing ethanol
(renewable source methanol), the credit is 60 cents per gallon.

For purposes of the alcohol fuel mixture credit, an “alcohol fuel
mixture” is a mixture of alcohol and a taxable fuel that (1) is sold
by the taxpayer producing such mixture to any person for use as
a fuel or (2) is used as a fuel by the taxpayer producing the mix-
ture. Alcohol for this purpose includes methanol, ethanol, and alco-
hol gallon equivalents of ETBE or other ethers produced from such
alcohol. It does not include alcohol produced from petroleum, nat-
ural gas, or coal (including peat), or alcohol with a proof of less
than 190 (determined without regard to any added denaturants).
Taxable fuel is gasoline, diesel, and kerosene.39¢ A mixture that in-
cludes ETBE or other ethers produced from alcohol produced by
any person at a refinery prior to a taxable event is treated as sold
at the time of its removal from the refinery (and only at such time)
to another person for use as a fuel.

The excise tax credit is coordinated with the alcohol fuels income
tax credit and is available through December 31, 2010.

Biodiesel mixture excise tax credit

The Act provides an excise tax credit for biodiesel mixtures.397
The credit is 50 cents for each gallon of biodiesel used by the tax-
payer in producing a qualified biodiesel mixture for sale or use in
a trade or business of the taxpayer. A qualified biodiesel mixture
is a mixture of biodiesel and diesel fuel that (1) is sold by the tax-
payer producing such mixture to any person for use as a fuel, or
(2) is used as a fuel by the taxpayer producing such mixture. In
the case of agri-biodiesel, the credit is $1.00 per gallon. No credit
is allowed unless the taxpayer obtains a certification (in such form
and manner as prescribed by the Secretary) from the producer of
the biodiesel that identifies the product produced and the percent-
age of biodiesel and agri-biodiesel in the product.

The credit is not available for any sale or use for any period after
December 31, 2006. This excise tax credit is coordinated with the

395The Act does not change the present-law treatment of fuels blended with alcohol derived
from natural gas (under sec. 4041(m)), or alcohol derived from coal or peat (under sec.
4041(b)(2)). The Act does not change the taxes imposed to fund the Leaking Underground Stor-
age Tank Trust Fund.
f 396 Sec. 4083(a)(1). Under present law, dyed fuels are taxable fuels that have been exempted
rom tax.

397The excise tax credit uses the same definitions as the biodiesel fuels income tax credit.



226

income tax credit for biodiesel such that credit for the same bio-
diesel cannot be claimed for both income and excise tax purposes.

Payments with respect to qualified alcohol and biodiesel fuel
mixtures

To the extent the alcohol fuel mixture credit exceeds any section
4081 liability of a person, the Secretary is to pay such person an
amount equal to the alcohol fuel mixture credit with respect to
such mixture. Thus, if the person has no section 4081 liability, the
credit is totally refundable. These payments are intended to pro-
vide an equivalent benefit to replace the partial exemption for fuels
to be blended with alcohol and alcohol fuels being repealed by the
provision. Similar rules apply to the biodiesel fuel mixture credit.

If claims for payment are not paid within 45 days, the claim is
to be paid with interest. The provision also provides that in the
case of an electronic claim, if such claim is not paid within 20 days,
the claim is to be paid with interest. If claims are filed electroni-
cally, the claimant may make a claim for less than $200. The Sec-
retary is to describe the electronic format for filing claims by De-
cember 31, 2004.

The payment provision does not apply with respect to alcohol fuel
mixtures sold after December 31, 2010, and biodiesel fuel mixtures
sold after December 31, 2006.

Alcohol and biodiesel fuel subsidies borne by General Fund

The Act eliminates the requirement that 2.5 and 2.8 cents per
gallon of excise taxes be retained in the General Fund with the re-
sult that the full amount of tax on alcohol fuels is credited to the
Highway Trust Fund. The Act also authorizes the full amount of
fuel taxes to be appropriated to the Highway Trust Fund without
reduction for amounts equivalent to the excise tax credits allowed
for alcohol or biodiesel fuel mixtures and the Highway Trust Fund
is not required to reimburse the General Fund for any credits or
payments taken or made with respect to qualified alcohol fuel mix-
tures or biodiesel fuel mixtures.

Registration requirement

Every person producing or importing biodiesel or alcohol is re-
quired to register with the Secretary.
Alcohol fuels income tax credit

The Act extends the alcohol fuels income tax credit through De-
cember 31, 2010.398

Effective Dates

The provisions generally are effective for fuel sold or used after
December 31, 2004. The repeal of the General Fund retention of
the 2.5/2.8 cents per gallon regarding alcohol fuels is effective for
fuel sold or used after September 30, 2004. The Secretary is to pro-
vide electronic filing instructions by December 31, 2004. The reg-
istration requirement is effective April 1, 2005.

398 Sec. 40.
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2. Biodiesel income tax credit (sec. 302 of the Act and new
sec. 40A of the Code)

Present and Prior Law

Under prior law, no income tax credit was provided for biodiesel
fuels. However, under present and prior law, a per-gallon income
tax credit (the “alcohol fuels credit”) is allowed for ethanol and
methanol (derived from renewable sources) when the alcohol is
used as a highway motor fuel.399

Reasons for Change

The Congress believed that providing a new income tax credit for
biodiesel fuel will promote energy self-sufficiency.400

Explanation of Provision

In general

The Act provides a new income tax credit for biodiesel and quali-
fied biodiesel mixtures, the biodiesel fuels credit. The biodiesel
fuels credit is the sum of the biodiesel mixture credit plus the bio-
diesel credit and is treated as a general business credit. The
amount of the biodiesel fuels credit is includable in gross income.
The biodiesel fuels credit is coordinated to take into account bene-
fits from the biodiesel excise tax credit and payment provisions cre-
ated by the Act. The credit may not be carried back to a taxable
year ending before or on December 31, 2004. The provision does not
apply to fuel sold or used after December 31, 2006.

Biodiesel is monoalkyl esters of long chain fatty acids derived
from plant or animal matter that meet (1) the registration require-
ments established by the Environmental Protection Agency under
section 211 of the Clean Air Act and (2) the requirements of the
American Society of Testing and Materials D6751. Agri-biodiesel is
biodiesel derived solely from virgin oils including oils from corn,
soybeans, sunflower seeds, cottonseeds, canola, crambe, rapeseeds,
safflowers, flaxseeds, rice bran, mustard seeds, or animal fats.

Biodiesel may be taken into account for purposes of the credit
only if the taxpayer obtains a certification (in such form and man-
ner as prescribed by the Secretary) from the producer or importer
of the biodiesel which identifies the product produced and the per-
centage of the biodiesel and agri-biodiesel in the product.

Biodiesel mixture credit

The biodiesel mixture credit is 50 cents for each gallon of bio-
diesel used by the taxpayer in the production of a qualified bio-
diesel mixture. For agri-biodiesel, the credit is $1.00 per gallon. A
qualified biodiesel mixture is a mixture of biodiesel and diesel fuel
that is (1) sold by the taxpayer producing such mixture to any per-
son for use as a fuel, or (2) is used as a fuel by the taxpayer pro-
ducing such mixture. The sale or use must be in the trade or busi-
ness of the taxpayer and is to be taken into account for the taxable

399 Sec. 40.
400See S. 1149, the “Energy Tax Incentives Act of 2003”, which was reported by the Senate
Committee on Finance on May 23, 2003 (S. Rep. No. 108-54).
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year in which such sale or use occurs. No credit is allowed with re-
spect to any casual off-farm production of a qualified biodiesel mix-
ture.

Biodiesel credit

The biodiesel credit is 50 cents for each gallon of 100 percent bio-
diesel which is not in a mixture with diesel fuel and which during
the taxable year is (1) used by the taxpayer as a fuel in a trade
or business or (2) sold by the taxpayer at retail to a person and
placed in the fuel tank of such person’s vehicle. For agri-biodiesel,
the credit is $1.00 per gallon.

Later separation or failure to use as fuel

In a manner similar to the treatment of alcohol fuels, a tax is
imposed if a biodiesel fuels credit is claimed with respect to bio-
diesel that is subsequently used for a purpose for which the credit
is not allowed or that is changed into a substance that does not
qualify for the credit.

Effective Date

The provision is effective for fuel produced, and sold or used after
December 31, 2004, in taxable years ending after such date.

3. Information reporting for persons claiming certain tax
benefits (sec. 303 of the Act and new sec. 4104 of the
Code)

Present and Prior Law

The Code provides an income tax credit for each gallon of ethanol
and methanol derived from renewable sources (e.g., biomass) used
or sold as a fuel, or used to produce a qualified alcohol fuel mix-
ture, such as gasohol. The amount of the credit is equal to 51 cents
per gallon (ethanol) and 60 cents per gallon (methanol).491 This tax
credit is provided to blenders of the alcohols with other taxable
fuels, or to the retail sellers (or users) of unblended alcohol fuels.
Under prior law, part or all of the benefits of the income tax credit
could be claimed through reduced excise taxes paid, either in re-
duced-tax sales or by expedited blender refunds on fully taxed sales
of gasoline to obtain the benefit of the reduced rates. The amount
of the income tax credit determined with respect to any alcohol was
reduced to take into account any benefit provided by the reduced
excise tax rates. To obtain a partial refund on fully taxed gasoline,
the following requirements applied: (1) the claim must be for gas-
ohol sold or used during a period of at least one week, (2) the claim
must be for at least $200, and (3) the claim must be filed by the
last day of the first quarter following the earliest quarter included
in the claim. If the blender could not meet these requirements, the
blender was generally required to claim a credit on the blender’s
income tax return.

401 Ethanol produced by certain “small producers” is eligible for an additional producer tax
credit of 10 cents per gallon on up to 15 million gallons of ethanol production. Eligible small
producers are defined as persons whose production capacity does not exceed 30 million gallons.
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Explanation of Provision

The Act requires persons claiming the Code benefits (including
those created by the Act492) related to alcohol fuels and biodiesel
fuels to provide such information related to such benefits and the
coordination of such benefits as the Secretary may require to en-
sure the proper administration and use of such benefits. The Sec-
retary may deny, revoke or suspend the registration of any person
to enforce this requirement. Persons claiming excise tax benefits
are to file quarterly information returns.

Effective Date

The provision is effective January 1, 2005.

B. Agricultural Incentives

1. Special rules for livestock sold on account of weather-re-
lated conditions (sec. 311 of the Act and secs. 1033 and
451 of the Code)

Present and Prior Law

Generally, a taxpayer realizes gain to the extent the sales price
(and any other consideration received) exceeds the taxpayer’s basis
in the property. The realized gain is subject to current income tax
unless the gain is deferred or not recognized under a special tax
provision.

Under section 1033, gain realized by a taxpayer from an involun-
tary conversion of property is deferred to the extent the taxpayer
purchases property similar or related in service or use to the con-
verted property within the applicable period. The taxpayer’s basis
in the replacement property generally is the cost of such property
reduced by the amount of gain not recognized.

The applicable period for the taxpayer to replace the converted
property begins with the date of the disposition of the converted
property (or if earlier, the earliest date of the threat or imminence
of requisition or condemnation of the converted property) and ends
two years after the close of the first taxable year in which any part
of the gain upon conversion is realized (the “replacement period”).
Special rules extend the replacement period for certain real prop-
erty and principal residences damaged by a Presidentially declared
disaster to three years and four years, respectively, after the close
of the first taxable year in which gain is realized.

Section 1033(e) provides that the sale of livestock (other than
poultry) that is held for draft, breeding, or dairy purposes in excess
of the number of livestock that would have been sold but for
drought, flood, or other weather-related conditions is treated as an
involuntary conversion. Consequently, gain from the sale of such
livestock could be deferred by reinvesting the proceeds of the sale
in similar property within a two-year period.

In general, cash-method taxpayers report income in the year it
is actually or constructively received. However, section 451(e) pro-
vides that a cash-method taxpayer whose principal trade or busi-

402 See secs. 301 and 302 of the Act (relating to the credit for alcohol and biodiesel fuel mix-
tures and outlay payments for such mixtures, and the biodiesel income tax credit).
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ness is farming who is forced to sell livestock due to drought, flood,
or other weather-related conditions may elect to include income
from the sale of the livestock in the taxable year following the tax-
able year of the sale. This elective deferral of income is available
only if the taxpayer establishes that, under the taxpayer’s usual
business practices, the sale would not have occurred but for
drought, flood, or weather-related conditions that resulted in the
area being designated as eligible for Federal assistance. This excep-
tion is generally intended to put taxpayers who receive an unusu-
ally high amount of income in one year in the position they would
have been in absent the weather-related condition.

Reasons for Change

The Congress was aware of situations in which cattlemen sold
livestock in excess of their usual business practice as a result of
weather-related conditions, but were then unable to purchase re-
placement property because the weather-related conditions have
continued. The Congress believed it was appropriate to extend the
time period for cattlemen to purchase replacement property in such
situations.

Explanation of Provision

The Act extends the applicable period for a taxpayer to replace
livestock sold on account of drought, flood, or other weather-related
conditions from two years to four years after the close of the first
taxable year in which any part of the gain on conversion is real-
ized. The extension is only available if the taxpayer establishes
that, under the taxpayer’s usual business practices, the sale would
not have occurred but for drought, flood, or weather-related condi-
tions that resulted in the area being designated as eligible for Fed-
eral assistance. In addition, the Secretary of the Treasury is grant-
ed authority to further extend the replacement period on a regional
basis should the weather-related conditions continue longer than
three years. Also, for property eligible for the extended replacement
period, the Act provides that the taxpayer can make an election
under section 451(e) until the period for reinvestment of such prop-
erty under section 1033 expires.

The Act also permits the taxpayer to replace compulsorily or in-
voluntarily converted livestock with other farm property if, due to
drought, flood, or other weather-related conditions, it is not feasible
for the taxpayer to reinvest the proceeds in property similar or re-
lated in use to the livestock so converted.

Effective Date

The provision is effective for any taxable year with respect to
which the due date (without regard to extensions) for the return is
after December 31, 2002.
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2. Payment of dividends on stock of cooperatives without re-
ducing patronage dividends (sec. 312 of the Act and sec.
1388 of the Code)

Present and Prior Law

Under present and prior law, cooperatives generally are entitled
to deduct or exclude amounts distributed as patronage dividends in
accordance with Subchapter T of the Code. In general, patronage
dividends are comprised of amounts that are paid to patrons (1) on
the basis of the quantity or value of business done with or for pa-
trons, (2) under a valid and enforceable obligation to pay such
amounts that was in existence before the cooperative received the
amounts paid, and (3) which are determined by reference to the net
earnings of the cooperative from business done with or for patrons.

Treasury Regulations provide that net earnings are reduced by
dividends paid on capital stock or other proprietary capital inter-
ests (referred to as the “dividend allocation rule”).493 The dividend
allocation rule has been interpreted to require that such dividends
be allocated between a cooperative’s patronage and nonpatronage
operations, with the amount allocated to the patronage operations
reducing the net earnings available for the payment of patronage
dividends.

Reasons for Change

The Congress believed that the dividend allocation rule should
not apply to the extent that the organizational documents of a co-
operative provide that capital stock dividends do not reduce the
amounts owed to patrons as patronage dividends. To the extent
that capital stock dividends are in addition to amounts paid under
the cooperative’s organizational documents to patrons as patronage
dividends, the Congress believed that those capital stock dividends
are not being paid from earnings from patronage business.

In addition, the Congress believed cooperatives should be able to
raise needed equity capital by issuing capital stock without divi-
dends paid on such stock causing the cooperative to be taxed on a
portion of its patronage income, and without preventing the cooper-
ative from being treated as operating on a cooperative basis.

Explanation of Provision

The Act provides a special rule for dividends on capital stock of
a cooperative. To the extent provided in organizational documents
of the cooperative, dividends on capital stock do not reduce patron-
age income and do not prevent the cooperative from being treated
as operating on a cooperative basis.

Effective Date

The provision is effective for distributions made in taxable years
beginning after the date of enactment (October 22, 2004).

403 Treas. Reg. sec. 1.1388-1(a)(1).
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3. Small ethanol producer credit (sec. 313 of the Act and sec.
40 of the Code)

Present and Prior Law

Small ethanol producer credit

Present and prior law provides several tax benefits for ethanol
and methanol produced from renewable sources (e.g., biomass) that
are used as a motor fuel or that are blended with other fuels (e.g.,
gasoline) for such a use. In the case of ethanol, a separate 10—
cents-per-gallon credit on up to 15 million gallons of ethanol pro-
duction is provided for small producers, defined generally as per-
sons whose production capacity does not exceed 30 million gallons
per year (the “small ethanol producer credit”). The small ethanol
producer credit is part of the alcohol fuels tax credit under section
40 of the Code. The alcohol fuels tax credit is includible in income.
Under prior law, the alcohol fuels tax credit could not be used to
offset alternative minimum tax liability.494 The credit is treated as
a general business credit, subject to the ordering rules and
carryforward/carryback rules that apply to business credits gen-
erally. The alcohol fuels tax credit was scheduled to expire after
December 31, 2007.405

Taxation of cooperatives and their patrons

Under present and prior law, cooperatives in essence are treated
as pass-through entities in that the cooperative is not subject to
corporate income tax to the extent the cooperative timely pays pa-
tronage dividends.

Reasons for Change

The Congress believed provisions allowing greater flexibility in
utilizing the benefits of the small ethanol producer credit are con-
sistent with the objective of increasing availability of alternative
fuels.

Explanation of Provision

The Act allows cooperatives to elect to pass the small ethanol
producer credit through to their patrons. Specifically, the credit is
to be apportioned among patrons eligible to share in patronage
dividends on the basis of the quantity or value of business done
with or for such patrons for the taxable year. The election must be
made on a timely filed return for the taxable year, and once made,
is irrevocable for such taxable year.

The amount of the credit not apportioned to patrons is included
in the organization’s credit for the taxable year of the organization.
The amount of the credit apportioned to patrons is to be included
in the patron’s credit for the first taxable year of each patron end-
ing on or after the last day of the payment period for the taxable
year of the organization, or, if earlier, for the taxable year of each

404Sec. 711 of the Act permits the alcohol fuels tax credit (which includes the small producer
credit) to be allowed against the alternative minimum tax for taxable years beginning after De-
cember 31, 2004.

405 Sec. 301 of the Act extends sec. 40 through December 31, 2010.
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patron ending on or after the date on which the patron receives no-
tice from the cooperative of the apportionment.

If the amount of the credit shown on the cooperative’s return for
a taxable year is in excess of the actual amount of the credit for
that year, an amount equal to the excess of the reduction in the
credit over the amount not apportioned to patrons for the taxable
year is treated as an increase in the cooperative’s tax. The increase
is not treated as tax imposed for purposes of determining the
amount of any tax credit or for purposes of the alternative min-
imum tax.

Effective Date

The provision is effective for taxable years ending after date of
enactment (October 22, 2004).

4. Extend income averaging to fishermen; income averaging
for farmers and fishermen not to increase alternative
minimum tax (sec. 314 of the Act and sec. 55 of the Code)

Present and Prior Law

Under present and prior law, an individual taxpayer engaged in
a farming business (as defined by section 263A(e)(4)) may elect to
compute his or her current year regular tax liability by averaging,
over the prior three-year period, all or portion of his or her taxable
income from the trade or business of farming. Under prior law, be-
cause farmer income averaging reduced the regular tax liability,
the AMT may have been increased. Thus, the benefits of farmer in-
come averaging may have been reduced or eliminated for farmers
subject to the AMT.

Reasons for Change

The Congress believed that farmers and fishermen should be al-
lowed the full benefits of income averaging without incurring liabil-
ity under the AMT.

Explanation of Provision

The Act extends the benefits of income averaging to fishermen.

The Act provides that, in computing AMT, a farmer or fisher-
man’s regular tax liability is determined without regard to income
averaging. Thus, a farmer or fisherman receives the full benefit of
income averaging because averaging reduces the regular tax while
the AMT (if any) remains unchanged.

Effective Date

The provision applies to taxable years beginning after December
31, 2003.
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5. Capital gains treatment to apply to outright sales of tim-
ber by landowner (sec. 315 of the Act and sec. 631(b) of
the Code)

Present and Prior Law

Under present and prior law, a taxpayer disposing of timber held
for more than one year is eligible for capital gains treatment in the
following situations. First, if the taxpayer sells or exchanges timber
that is a capital asset (sec. 1221) or property used in the trade or
business (sec. 1231), the gain generally is long-term capital gain;
however, if the timber is held for sale to customers in the tax-
payer’s business, the gain will be ordinary income. Second, if the
taxpayer disposes of the timber with a retained economic interest,
the gain is eligible for capital gain treatment (sec. 631(b)). Third,
if the taxpayer cuts standing timber, the taxpayer may elect to
treat the cutting as a sale or exchange eligible for capital gains
treatment (sec. 631(a)).

Reasons for Change

The Congress believed that the requirement that the owner of
timber retain an economic interest in the timber in order to obtain
capital gain treatment under section 631(b) resulted in poor timber
management. Under prior law, the buyer, when cutting and remov-
ing timber, had no incentive to protect young or other uncut trees
because the buyer only paid for the timber that was cut and re-
moved. Therefore, the Act eliminates this requirement and provides
for capital gain treatment under section 631(b) in the case of out-
right sales of timber.

Explanation of Provision

Under the Act, in the case of a sale of timber by the owner of
the land from which the timber is cut, the requirement that a tax-
payer retain an economic interest in the timber in order to treat
gains as capital gain under section 631(b) does not apply. Outright
sales of timber by the landowner will qualify for capital gains treat-
ment in the same manner as sales with a retained economic inter-
est qualify under prior law, except that the usual tax rules relating
to the timing of the income from the sale of the timber will apply
(rather than the special rule of section 631(b) treating the disposal
as occurring on the date the timber is cut).

Effective Date

The provision is effective for sales of timber after December 31,
2004.

6. Modification to cooperative marketing rules to include
value-added processing involving animals (sec. 316 of
the Act and sec. 1388 of the Code)

Present and Prior Law

Under present and prior law, cooperatives generally are treated
similarly to pass-through entities in that the cooperative is not sub-
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ject to corporate income tax to the extent the cooperative timely
pays patronage dividends. Farmers’ cooperatives are tax-exempt
and include cooperatives of farmers, fruit growers, and like organi-
zations that are organized and operated on a cooperative basis for
the purpose of marketing the products of members or other pro-
ducers and remitting the proceeds of sales, less necessary mar-
keting expenses, on the basis of either the quantity or the value of
products furnished by them (sec. 521). Farmers’ cooperatives may
claim a limited amount of additional deductions for dividends on
capital stock and patronage-based distributions of nonpatronage in-
come.

In determining whether a cooperative qualified as a tax-exempt
farmers’ cooperative under prior law, the IRS apparently took the
position that a cooperative is not marketing certain products of
members or other producers if the cooperative adds value through
the use of animals (e.g., farmers sell corn to a cooperative which
is fed to chickens that produce eggs sold by the cooperative).

Reasons for Change

The Congress disagreed with the apparent IRS position con-
cerning the marketing of certain products by cooperatives after the
cooperative has added value to the products through the use of ani-
mals. Therefore, the Congress believed that the tax rules should be
modified to clarify that cooperatives are permitted to market such
products.

Explanation of Provision

The Act provides that marketing products of members or other
producers includes feeding products of members or other producers
to cattle, hogs, fish, chickens, or other animals and selling the re-
sulting animals or animal products.

Effective Date

The provision is effective for taxable years beginning after the
date of enactment (October 22, 2004).

7. Extension of declaratory judgment procedures to farmers’
cooperative organizations (sec. 317 of the Act and sec.
7428 of the Code)

Present and Prior Law

In limited circumstances, the Code provides declaratory judg-
ment procedures, which generally permit a taxpayer to seek judi-
cial review of an IRS determination prior to the issuance of a notice
of deficiency and prior to payment of tax. Examples of declaratory
judgment procedures that are available include disputes involving
the initial or continuing classification of a tax-exempt organization
described in section 501(c)(3), a private foundation described in sec-
tion 509(a), or a private operating foundation described in section
4942(j)(3), the qualification of retirement plans, the value of gifts,
the status of certain governmental obligations, or eligibility of an
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estate to pay tax in installments under section 6166.406 In such
cases, taxpayers may challenge adverse administrative determina-
tions by commencing a declaratory judgment action. For example,
where the IRS denies an organization’s application for recognition
of exemption under section 501(c)(3) or fails to act on such applica-
tion, or where the IRS informs a section 501(c)(3) organization that
it is considering revoking or adversely modifying its tax-exempt
status, the Code authorizes the organization to seek a declaratory
judgment regarding its tax exempt status.

Declaratory judgment procedures were not available under prior
law to a cooperative with respect to an IRS determination regard-
ing its status as a farmers’ cooperative under section 521.

Reasons for Change

The Congress believed that declaratory judgment procedures cur-
rently available to other organizations and in other situations also
should be available to farmers’ cooperative organizations with re-
spect to an IRS determination regarding the status of an organiza-
tion as a farmers’ cooperative under section 521.

Explanation of Provision

The Act extends the declaratory judgment procedures to coopera-
tives. A declaratory judgment action may be commenced in the U.S.
Tax Court, a U.S. district court, or the U.S. Court of Federal
Claims, and such court would have jurisdiction to determine a co-
operative’s initial or continuing qualification as a farmers’ coopera-
tive described in section 521.

Effective Date

The provision is effective for pleadings filed after the date of en-
actment (October 22, 2004).

8. Certain expenses of rural letter carriers (sec. 318 of the
Act and sec. 162(0) of the Code)

Prior Law

Under prior law, the deductible automobile expenses of rural let-
ter carriers were deemed to be equal to the reimbursements that
such carriers receive from the U.S. Postal Service. Carriers were
not allowed to document their actual costs and claim itemized de-
ductions for costs in excess of reimbursements,*07 nor were carriers
required to include in income reimbursements in excess of their ac-
tual costs.

Explanation of Provision

If the reimbursements a rural letter carrier receives from the
U.S. Postal Service fall short of the carrier’s actual costs, the costs
in excess of reimbursements qualify as a miscellaneous itemized

406 For disputes involving the initial or continuing qualification of an organization described
in sections 501(c)(3), 509(a), or 4942(j)(3), declaratory judgment actions may be brought in the
U.S. Tax Court, a U.S. district court, or the U.S. Court of Federal Claims. For all other Federal
tax declaratory judgment actions, proceedings may be brought only in the U.S. Tax Court.

407 Section 162(0).
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deduction subject to the two-percent floor. Reimbursements in ex-
cess of their actual costs continue not to be required to be included
in gross income.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2003.

9. Treatment of certain income of electric cooperatives (sec.
319 of the Act and sec. 501 of the Code)

Present and Prior Law

In general

Under present and prior law, an entity must be operated on a
cooperative basis in order to be treated as a cooperative for Federal
income tax purposes. Although not defined by statute or regulation,
the two principal criteria for determining whether an entity is op-
erating on a cooperative basis are: (1) ownership of the cooperative
by persons who patronize the cooperative; and (2) return of earn-
ings to patrons in proportion to their patronage. The IRS requires
that cooperatives must operate under the following principles: (1)
subordination of capital in control over the cooperative undertaking
and in ownership of the financial benefits from ownership; (2)
democratic control by the members of the cooperative; (3) vesting
in and allocation among the members of all excess of operating rev-
enues over the expenses incurred to generate revenues in propor-
tion to their participation in the cooperative (patronage); and (4)
operation at cost (not operating for profit or below cost).408

In general, cooperative members are those who participate in the
management of the cooperative and who share in patronage cap-
ital. As described below, income from the sale of electric energy by
an electric cooperative may be member or non-member income to
the cooperative, depending on the membership status of the pur-
chaser. A municipal corporation may be a member of a cooperative.

For Federal income tax purposes, a cooperative generally com-
putes its income as if it were a taxable corporation, with one excep-
tion—the cooperative may exclude from its taxable income distribu-
tions of patronage dividends. In general, patronage dividends are
the profits of the cooperative that are rebated to its patrons pursu-
ant to a pre-existing obligation of the cooperative to do so. The re-
bate must be made in some equitable fashion on the basis of the
quantity or value of business done with the cooperative.

Except for tax-exempt farmers’ cooperatives, cooperatives that
are subject to the cooperative tax rules of subchapter T of the Code
(sec. 1381, et seq.) are permitted a deduction for patronage divi-
dends from their taxable income only to the extent of net income
that is derived from transactions with patrons who are members of
the cooperative.499 The availability of such deductions from taxable
income has the effect of allowing the cooperative to be treated like

408 Announcement 96-24, “Proposed Examination Guidelines Regarding Rural Electric Co-
operatives,” 1996-16 I.R.B. 35.
409 Sec. 1382.
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a conduit with respect to profits derived from transactions with pa-
trons who are members of the cooperative.

Cooperatives that qualify as tax-exempt farmers’ cooperatives are
permitted to exclude patronage dividends from their taxable income
to the extent of all net income, including net income that is derived
from transactions with patrons who are not members of the cooper-
ative, provided the value of transactions with patrons who are not
members of the cooperative does not exceed the value of trans-
actions with patrons who are members of the cooperative.410

Taxation of electric cooperatives exempt from subchapter T

In general, the cooperative tax rules of subchapter T apply to any
corporation operating on a cooperative basis (except mutual savings
banks, insurance companies, other tax-exempt organizations, and
certain utilities), including tax-exempt farmers’ cooperatives (de-
scribed in sec. 521(b)). However, subchapter T does not apply to an
organization that is “engaged in furnishing electric energy, or pro-
viding telephone service, to persons in rural areas.”#1l Instead,
electric cooperatives are taxed under rules that were generally ap-
plicable to cooperatives prior to the enactment of subchapter T in
1962. Under these rules, an electric cooperative can exclude patron-
age dividends from taxable income to the extent of all net income
of the cooperative, including net income derived from transactions
with patrons who are not members of the cooperative.412

Tax exemption of rural electric cooperatives

Present and prior law generally provides an income tax exemp-
tion for rural electric cooperatives if at least 85 percent of the co-
operative’s income consists of amounts collected from members for
the sole purpose of meeting losses and expenses of providing serv-
ice to its members.413 The IRS takes the position that rural electric
cooperatives also must comply with the fundamental cooperative
principles described above in order to qualify for tax exemption
under section 501(c)(12).414 Under present and prior law, the 85-
percent test is determined without taking into account any income
from qualified pole rentals and cancellation of indebtedness income
from the prepayment of a loan under sections 306A, 306B, or 311
of the Rural Electrification Act of 1936 (as in effect on January 1,
1987). The exclusion for cancellation of indebtedness income ap-
plies to such income arising in 1987, 1988, or 1989 on debt that ei-
ther originated with, or is guaranteed by, the Federal Government.

Rural electric cooperatives generally are subject to the tax on un-
related trade or business income under section 511.

Reasons for Change 415

The Congress believed that the nature of an electric cooperative’s
activities does not change because it has income from open access
transactions with non-members or from nuclear decommissioning

410 Sec. 521.

411 Sec. 1381(a)(2)(C).

412 See Rev. Rul. 83-135, 1983-2 C.B. 149.

413 Sec. 501(c)(12).

414 Rev. Rul. 72-36, 1972-1 C.B. 151.

415See S. 1149, the “Energy Tax Incentives Act of 2003,” which was reported by the Com-
mittee on Finance on May 23, 2003 (S. Rep. No. 108-54).
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transactions. Accordingly, the Congress believed that the 85-per-
cent test for tax exemption under present law should be applied
without regard to such income.

For similar reasons, the Congress believed that the 85-percent
test for tax exemption under present law should be applied without
regard to income from certain asset exchange or conversion trans-
actions that would otherwise qualify for deferred gain recognition
under section 1031 or 1033.

The Congress further believed that electric energy sales to non-
members should not result in a loss of tax-exempt status or cooper-
ative status to the extent that such sales are necessary to replace
lost sales of electric energy to members as a result of restructuring
of the electric energy industry. Accordingly, the Congress believed
that replacement electric energy sales to non-members (defined as
“load loss transactions” in the Act) should be treated, for a limited
period of time, as member income in applying the 85-percent test
for tax exemption of rural electric cooperatives. The Congress be-
lieved that such treatment also should apply for purposes of deter-
mining whether tax-exempt and taxable electric cooperatives com-
ply with the fundamental cooperative principles. Finally, the Con-
gress believed that income from replacement electric energy sales
should not be subject to the tax on unrelated trade or business in-
come under Code section 511.

Explanation of Provision

Treatment of income from open access transactions

The Act provides that income received or accrued by a rural elec-
tric cooperative (other than income received or accrued directly or
indirectly from a member of the cooperative) from the provision or
sale of electric energy transmission services or ancillary services on
a nondiscriminatory open access basis under an open access trans-
mission tariff approved or accepted by the Federal Energy Regu-
latory Commission (“FERC”) or under an independent transmission
provider agreement approved or accepted by FERC (including an
agreement providing for the transfer of control-but not ownership-
of transmission facilities) 416 is excluded in determining whether a
rural electric cooperative satisfies the 85-percent test for tax ex-
emption under section 501(c)(12).

In addition, the Act provides that income is excluded for pur-
poses of the 85-percent test if it is received or accrued by a rural
electric cooperative (other than income received or accrued directly
or indirectly from a member of the cooperative) from the provision
or sale of electric energy distribution services or ancillary services,
provided such services are provided on a nondiscriminatory open
access basis to distribute electric energy not owned by the coopera-
tive: (1) to end-users who are served by distribution facilities not
owned by the cooperative or any of its members; or (2) generated
by a generation facility that is not owned or leased by the coopera-
tive or any of its members and that is directly connected to dis-
tribution facilities owned by the cooperative or any of its members.

416 Under the provision, references to FERC are treated as including references to the Public
Utility Commission of Texas.
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Treatment of income from nuclear decommissioning trans-
actions

The Act provides that income received or accrued by a rural elec-
tric cooperative from any “nuclear decommissioning transaction”
also is excluded in determining whether a rural electric cooperative
satisfies the 85-percent test for tax exemption under section
501(c)(12). The term “nuclear decommissioning transaction” is de-
fined as (1) any transfer into a trust, fund, or instrument estab-
lished to pay any nuclear decommissioning costs if the transfer is
in connection with the transfer of the cooperative’s interest in a nu-
clear powerplant or nuclear powerplant unit; (2) any distribution
from a trust, fund, or instrument established to pay any nuclear
decommissioning costs; or (3) any earnings from a trust, fund, or
instrument established to pay any nuclear decommissioning costs.

Treatment of income from asset exchange or conversion
transactions

The Act provides that gain realized by a tax-exempt rural electric
cooperative from a voluntary exchange or involuntary conversion of
certain property is excluded in determining whether a rural electric
cooperative satisfies the 85-percent test for tax exemption under
section 501(c)(12). This provision only applies to the extent that: (1)
the gain would qualify for deferred recognition under section 1031
(relating to exchanges of property held for productive use or invest-
ment) or section 1033 (relating to involuntary conversions); and (2)
the replacement property that is acquired by the cooperative pursu-
ant to section 1031 or section 1033 (as the case may be) constitutes
property that is used, or to be used, for the purpose of generating,
transmitting, distributing, or selling electricity or natural gas.

Treatment of income from load loss transactions

Tax-exempt rural electric cooperatives

The Act provides that income received or accrued by a tax-ex-
empt rural electric cooperative from a “load loss transaction” is
treated under 501(c)(12) as income collected from members for the
sole purpose of meeting losses and expenses of providing service to
its members. Therefore, income from load loss transactions is treat-
ed as member income in determining whether a rural electric coop-
erative satisfies the 85-percent test for tax exemption under section
501(c)(12). The Act also provides that income from load loss trans-
actions does not cause a tax-exempt electric cooperative to fail to
be treated for Federal income tax purposes as a mutual or coopera-
tive company under the fundamental cooperative principles de-
scribed above.

The term “load loss transaction” is generally defined as any
wholesale or retail sale of electric energy (other than to a member
of the cooperative) to the extent that the aggregate amount of such
sales during a seven-year period beginning with the “start-up year”
does not exceed the reduction in the amount of sales of electric en-
ergy during such period by the cooperative to members. The “start-
up year” is defined as the first year that the cooperative offers non-
discriminatory open access or, if later and at the election of the co-
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operative, the calendar year that includes the date of enactment of
this provision.

The Act also excludes income received or accrued by rural elec-
tric cooperatives from load loss transactions from the tax on unre-
lated trade or business income.

Taxable electric cooperatives

The Act provides that the receipt or accrual of income from load
loss transactions by taxable electric cooperatives is treated as in-
come from patrons who are members of the cooperative. Thus, in-
come from a load loss transaction is excludible from the taxable in-
come of a taxable electric cooperative if the cooperative distributes
such income pursuant to a pre-existing contract to distribute the
income to a patron who is not a member of the cooperative. The
Act also provides that income from load loss transactions does not
cause a taxable electric cooperative to fail to be treated for Federal
income tax purposes as a mutual or cooperative company under the
fundamental cooperative principles described above.

Effective Date

The provision is effective for taxable years beginning after the
date of enactment (October 22, 2004) and before January 1, 2007.

10. Exclusion from gross income for amounts paid under Na-
tional Health Service Corps Loan Repayment Program
(sec. 320 of the Act and sec. 108 of the Code)

Present and Prior Law

The National Health Service Corps Loan Repayment Program
(the “NHSC Loan Repayment Program”) provides education loan
repayments to participants on condition that the participants pro-
vide certain services. The recipient of the loan repayment is obli-
gated to provide medical services in a geographic area identified by
the Public Health Service as having a shortage of health-care pro-
fessionals. Loan repayments may be as much as $35,000 per year
of service plus a tax assistance payment of 39 percent of the repay-
ment amount.

States may also provide for education loan repayment programs
for persons who agree to provide primary health services in health
professional shortage areas. Under the Public Health Service Act,
such programs may receive Federal grants with respect to such re-
payment programs if certain requirements are satisfied.

Generally, gross income means all income from whatever source
derived including income for the discharge of indebtedness. How-
ever, gross income does not include discharge of indebtedness in-
come if: (1) the discharge occurs in a Title 11 case; (2) the dis-
charge occurs when the taxpayer is insolvent; (3) the indebtedness
discharged is qualified farm indebtedness; or (4) except in the case
of a C corporation, the indebtedness discharged is qualified real
property business indebtedness.

Under prior law, because the loan repayments provided under
the NHSC Loan Repayment Program or similar State programs
under the Public Health Service Act were not specifically excluded
from gross income, they were gross income to the recipient. There
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was also no exception from employment taxes (FICA and FUTA) for
such loan repayments.

Reasons for Change 417

The Congress believed that elimination of the tax on loan repay-
ments provided under the NHSC Loan Repayment Program and
similar State programs would free up NHSC resources which are
currently being used to pay for services that will be provided by
medical professionals as a condition of loan repayment and improve
the ability of the NHSC to attract medical professionals to under-
served areas.

Explanation of Provision

The Act excludes from gross income and employment taxes edu-
cation loan repayments provided under the NHSC Loan Repayment
Program and State programs eligible for funds under the Public
Health Service Act. The Act also provides that such repayments
are not taken into account as wages in determining benefits under
the Social Security Act.

Effective Date

The provision is effective with respect to amounts received in
taxable years beginning after December 31, 2003.

11. Modified safe harbor rules for timber REITs (sec. 321 of
the Act and sec. 857 of the Code)

Present and Prior Law

In general

Under present law, real estate investment trusts (“REITs”) are
subject to a special taxation regime. Under this regime, a REIT is
allowed a deduction for dividends paid to its shareholders. As a re-
sult, REITs generally do not pay tax on distributed income. REITs
are generally restricted to earning certain types of passive income,
primarily rents from real property and interests on mortgages se-
cured by real property.

To qualify as a REIT, a corporation must satisfy a number of re-
quirements, among which are four tests: organizational structure,
source of income, nature of assets, and distribution of income.

Income or loss from prohibited transactions

A 100-percent tax is imposed on the net income of a REIT from
“prohibited transactions”. A prohibited transaction is the sale or
other disposition of property held for sale in the ordinary course of
a trade or business,*18 other than foreclosure property.41® A safe
harbor is provided for certain sales of land or improvements. To

417The reasons for change were included for a substantially similar provision in S. 2424, the
“National Employee Savings and Trust Equity Guarantee Act,” which was reported by the Sen-
ate Committee on Finance on May 14, 2004 (S. Rep. No. 108-266).

418 Sec. 1221(a)(1).

419Thus, the 100-percent tax on prohibited transactions helps to ensure that the REIT is a
passive entity and may not engage in ordinary retailing activities such as sales to customers
of condominium units or subdivided lots in a development project.
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qualify for the safe harbor, three criteria generally must be met.
First, the REIT must have held the land or improvements for at
least four years for the production of rental income.420 Second, the
aggregate expenditures made by the REIT during the four-year pe-
riod prior to the date of the sale must not exceed 30 percent of the
net selling price of the property. Third, either (i) the REIT must
make seven or fewer sales of property during the taxable year or
(ii) the aggregate adjusted basis of the property sold must not ex-
ceed 10 percent of the aggregate bases of all the REIT’s assets at
the beginning of the REIT’s taxable year. In the latter case, sub-
stantially all of the marketing and development expenditures with
respect to the property must be made through an independent con-
tractor.

Certain timber income

Some REITs have been formed to hold land on which trees are
grown. Upon maturity of the trees, the standing trees are sold by
the REIT. The Internal Revenue Service has issued private letter
rulings in particular instances stating that the income from the
sale of the trees can qualify as REIT real property income because
the uncut timber and the timberland on which the timber grew is
considered real property and the sale of uncut trees can qualify as
capital gain derived from the sale of real property.421

Limitation on investment in other entities

In general

A REIT is limited in the amount that it can own in other cor-
porations. Specifically, a REIT cannot own securities (other than
Government securities and certain real estate assets) in an amount
greater than 25 percent of the value of REIT assets. In addition,
it cannot own such securities of any one issuer representing more
than five percent of the total value of REIT assets or more than
10 percent of the voting securities or 10 percent of the value of the
outstanding securities of any one issuer. Securities for purposes of
these rules are defined by reference to the Investment Company
Act of 1940.422

Special rules for taxable REIT subsidiaries

Under an exception to the general rule limiting REIT securities
ownership of other entities, a REIT can own stock of a taxable
REIT subsidiary (“TRS”), generally, a corporation other than a
REIT 423 with which the REIT makes a joint election to be subject
to special rules. A TRS can engage in active business operations
that would produce income that would not be qualified income for

420 An exception to the requirement is provided for land or improvements acquired by fore-
closure, deed in lieu of foreclosure, or lease termination. Sec. 857(b)(6)(C).

421 See, e.g., PLR 200052021, PLR 199945055, PLR 19927021, PLR 8838016. A private letter
ruling may be relied upon only by the taxpayer to which the ruling is issued. However, such
rulings provide an indication of administrative practice.

422 Certain securities that are within a safe-harbor definition of “straight debt” are not taken
into account for purposes of the limitation to no more than 10 percent of the value of an issuer’s
outstanding securities.

423 Certain corporations are not eligible to be a TRS, such as a corporation which directly or
indirectly operates or manages a lodging facility or a health care facility or directly or indirectly
provides to any other person rights to a brand name under which any lodging facility or health
care facility is operated. Sec. 856(1)(3).
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purposes of the 95-percent or 75-percent income tests for a REIT,
and that income is not attributed to the REIT. Transactions be-
tween a TRS and a REIT are subject to a number of specified rules
that are intended to prevent the TRS (taxable as a separate cor-
porate entity) from shifting taxable income from its activities to the
pass-through entity REIT or from absorbing more than its share of
expenses. Under one rule, a 100-percent excise tax is imposed on
rents, deductions, or interest paid by the TRS to the REIT to the
extent such items would exceed an arm’s length amount as deter-
mined under section 482.424

Reasons for Change

The Congress believed it was appropriate to provide a safe har-
bor from the prohibited transactions rules, to permit a REIT that
holds timberland to make sales of timber property, provided there
is not significant development of the property. A similar provision
already exists for rental properties.

Explanation of Provision

The Act adds a new provision that a sale of a real estate asset
by a REIT will not be a prohibited transaction if the following six
requirements are met:

1. The asset must have been held for at least four years in the
trade or business of producing timber;

2. The aggregate expenditures made by the REIT (or a partner
of the REIT) during the four-year period preceding the date of sale
that are includible in the basis of the property (other than
timberland acquisition expenditures425) and that are directly re-
lated to the operation of the property for the production of timber
or for the preservation of the property for use as timberland must
not exceed 30 percent of the net selling price of the property;

3. The aggregate expenditures made by the REIT (or a partner
of the REIT) during the four-year period preceding the date of sale
that are includible in the basis of the property (other than
timberland acquisition expenditures) and that are not directly re-
lated to the operation of the property for the production of timber
or the preservation of the property for use as timberland must not
exceed five percent of the net selling price of the property;

4. The REIT either (a) does not make more than seven sales of
property (other than sales of foreclosure property or sales to which
1033 applies) or (b) the aggregate adjusted bases (as determined for
purposes of computing earnings and profits) of property sold during
the year (other than sales of foreclosure property or sales to which
1033 applies) does not exceed 10 percent of the aggregate bases (as
determined for purposes of computing earnings and profits) of all
assets of the REIT as of the beginning of the taxable year;

424Tf the excise tax applies, the item is not also reallocated back to the TRS under section
482.

425The timberland acquisition expenditures that are excluded for this purpose are those ex-
penditures that are related to timberland other than the specific timberland that is being sold
under the safe harbor, but costs of which may be combined with costs of such property in the
same “managaement block” under Treas. Reg. sec. 1.611-3(d). Any specific timberland being sold
must meet the requirement that it has been held for at least four years by the REIT in order
to qualify for the safe harbor.
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5. In the case that the seven property sales per year requirement
is not met, substantially all of the marketing expenditures with re-
spect to the property are made by persons who are independent
contractors (as defined by section 856(d)(3)) with respect to the
REIT and from whom the REIT does not derive or receive any in-
come; and

6. The sales price on the sale of the property cannot be based in
whole or in part on income or profits of any person, including in-
come or profits derived from the sale or operation of such prop-
erties.

Capital expenditures counted towards the 30-percent limit are
those expenditures that are includible in the basis of the property
(other than timberland acquisition expenditures), and that are di-
rectly related to operation of the property for the production of tim-
ber, or for the preservation of the property for use as timberland.
These capital expenditures are those incurred directly in the oper-
ation of raising timber (i.e., silviculture), as opposed to capital ex-
penditures incurred in the ownership of undeveloped land. In gen-
eral, these capital expenditures incurred directly in the operation
of raising timber include capital expenditures incurred by the REIT
to create an established stand of growing trees. A stand of trees is
considered established when a target stand exhibits the expected
growing rate and is free of non-target competition (e.g., hardwoods,
grasses, brush, etc.) that may significantly inhibit or threaten the
target stand survival. The costs commonly incurred during stand
establishment are: (1) site preparation including manual or me-
chanical scarification, manual or mechanical cutting, disking, bed-
ding, shearing, raking, piling, broadcast and windrow/pile burning
(including slash disposal costs as required for stand establishment);
(2) site regeneration including manual or mechanical hardwood
coppice; (3) chemical application via aerial or ground to eliminate
or reduce vegetation; (4) nursery operating costs including per-
sonnel salaries and benefits, facilities costs, cone collection and
seed extraction, and other costs directly attributable to the nursery
operations (to the extent such costs are allocable to seedlings used
by the REIT); (5) seedlings including storage, transportation and
handling equipment; (6) direct planting of seedlings; and (7) initial
stand fertilization, up through stand establishment. Other exam-
ples of capital expenditures incurred directly in the operation of
raising timber include construction costs of roads to be used for
managing the timber land (including for removal of logs or fire pro-
tection), environmental costs (i.e., habitat conservation plans), and
any other post stand establishment capital costs (e.g., “mid-term
fertilization costs.)”

Capital expenditures counted towards the five-percent limit are
those capital expenditures incurred in the ownership of undevel-
oped land that are not incurred in the direct operation of raising
timber (i.e., silviculture). This category of capital expenditures in-
cludes: (1) expenditures to separate the REIT’s holdings of land
into separate parcels; (2) costs of granting leases or easements to
cable, cellular or similar companies; (3) costs in determining the
presence or quality of minerals located on the land; (4) costs in-
curred to defend changes in law that would limit future use of the
land by the REIT or a purchaser from the REIT; (5) costs incurred
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to determine alternative uses of the land (e.g., recreational use);
and (6) development costs of the property incurred by the REIT
(e.g., engineering, surveying, legal, permit, consulting, road con-
struction, utilities, and other development costs for use other than
to grow timber).

Costs that are not includible in the basis of the property are not
counted towards either the 30-percent or five-percent requirements.

Effective Date

The provision is effective for taxable years beginning after the
date of enactment (October 22, 2004).

12. Expensing of reforestation expenditures (sec. 322 of the
Act and secs. 48 and 194 of the Code)

Present and Prior Law

Section 194 permits a taxpayer to elect to amortize and deduct
a limited amount of certain reforestation expenditures. No more
than $10,000 of reforestation expenditures made by a taxpayer in
any year can qualify for amortization.426 Reforestation expendi-
tures include direct costs incurred in connection with forestation or
reforestation by planting or artificial or natural seeding, including
costs for site preparation, seeds and seeding, labor and tools, and
depreciation on equipment used in planting or seeding. Only refor-
estation expenditures that are included in the basis of qualified
timber property qualify for amortization.427 Qualified timber prop-
erty means “a woodlot or other site located in the United States
which will contain trees in significant commercial quantities and
which is held by the taxpayer for the planting, cultivating, caring
for, and cutting of trees for sale or use in the commercial produc-
tion of timber products.” If a taxpayer’s otherwise qualifying refor-
estation expenditures exceed the amount permitted to be amortized
under section 194 and are incurred with respect to more than one
qualified timber property, the taxpayer may allocate the permitted
amount between or among the properties in any manner the tax-
payer chooses.428

Reforestation expenditures qualifying for amortization are de-
ducted in 84 equal monthly installments starting with the seventh
month of the taxable year during which the expenditures are paid
or incurred.

Under prior law, section 48(b) allowed a tax credit of up to
$10,000 each year for 10 percent of the costs eligible for amortiza-
tion under section 194. The amount permitted to be amortized
under section 194 was reduced by half the amount of the credit de-
termined under section 48(b).

426 The limit is reduced to $5,000 for married taxpayers filing separate returns. All members
of a controlled group of corporations (as defined under section 1563(a) except that the 80-percent
ownership requirement is reduced to a more than 50-percent requirement) must share a single
$10,000 limit. If a partnership or S corporation incurs reforestation expenditures, the $10,000
limit applies separately to the partnership or S corporation and to each partner or shareholder.
For an estate with reforestation expenditures, the 510,000 limit is apportioned between the es-
tate and its beneficiaries. Section 194 does not apply to trusts.

427 Section 194 applies only to costs required to be capitalized under the general rules of cap-
italization; costs that could be deducted in the absence of section 194 are not required to be
amortized.

428 Treas. Reg. sec. 1.194-2(b)(2).
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Explanation of Provision

The Act amends section 194(b)(1) to permit a taxpayer to elect
to deduct (expense) reforestation expenditures paid or incurred
with respect to any qualified timber property. The amount per-
mitted to be deducted with respect to each qualified timber prop-
erty in any taxable year generally is $10,000 ($5,000 in the case
of a married individual filing a separate return).42? The prior law
rules governing the allocation of the amortization limitation among
partnerships, S corporations, and members of a controlled group of
corporations now apply in allocating among those entities the limi-
tation on the amount eligible for expensing.

The Act restricts the amount permitted to be amortized and de-
ducted during the 84-month period described above to the amount
not taken as a deduction under amended section 194(b)(1).

The Congress intended that, for purposes of recapture under sec-
tion 1245, any deduction allowed under this provision shall be
treated as if it were a deduction allowable for amortization.430

The section 194(b)(1) expensing election is not available for
trusts. Reforestation expenditures incurred by a trust or estate are
apportioned between the income beneficiaries and the fiduciary
under regulations prescribed by the Secretary, and amounts appor-
tioned to any beneficiary are treated as incurred by such bene-
ficiary for purposes of applying section 194.431

The Act repeals the prior law section 48(b) reforestation credit.

Effective Date

The provision is effective for expenditures paid or incurred after
the date of enactment (October 22, 2004).

C. Incentives for Small Manufacturers

1. Net income from publicly traded partnerships treated as
qualifying income of regulated investment company
(sec. 331 of the Act and secs. 851(b), 469(k), 7704(d) and
new sec. 851(h) of the Code)

Present and Prior Law

Treatment of RICs

A regulated investment company (“RIC”) generally is treated as
a conduit for Federal income tax purposes. In computing its taxable
income, a RIC deducts dividends paid to its shareholders to achieve
conduit treatment.432 In order to qualify for conduit treatment, a
RIC must generally be a domestic corporation that, at all times
during the taxable year, is registered under the Investment Com-
pany Act of 1940 as a management company or as a unit invest-
ment trust, or has elected to be treated as a business development

429The Act therefore changes the $10,000 ceiling from an aggregate to a per-property limit.
430 A technical correction may be necessary so that the statute reflects this intent.

431 A technical correction may be necessary so that the statute reflects this intent.

432 Sec. 852(b).
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company under that Act.433 In addition, the corporation must elect
RIC status, and must satisfy certain other requirements.434

One of the RIC qualification requirements is that at least 90 per-
cent of the RIC’s gross income is derived from dividends, interest,
payments with respect to securities loans, and gains from the sale
or other disposition of stock or securities or foreign currencies, or
other income (including but not limited to gains from options, fu-
tures, or forward contracts) derived with respect to its business of
investing in such stock, securities, or currencies.435 Income derived
from a partnership is treated as meeting this requirement only to
the extent such income is attributable to items of income of the
partnership that would meet the requirement if realized by the
RIC in the same manner as realized by the partnership (the “look-
through” rule for partnership income).436 Under prior law, no dis-
tinction was made under this rule between a publicly traded part-
nership and any other partnership.

The RIC qualification rules include limitations on the ownership
of assets and on the composition of the RIC’s assets.437 Under the
ownership limitation, at least 50 percent of the value of the RIC’s
total assets must be represented by cash, government securities
and securities of other RICs, and other securities; however, in the
case of such other securities, the RIC may invest no more than five
percent of the value of the total assets of the RIC in the securities
of any one issuer, and may hold no more than 10 percent of the
outstanding voting securities of any one issuer. Under the limita-
tion on the composition of the RIC’s assets, no more than 25 per-
cent of the value of the RIC’s total assets may be invested in the
securities of any one issuer (other than Government securities or
securities of other RICs), or in securities of two or more controlled
issuers in the same or similar trades or businesses. These limita-
tions generally are applied at the end of each quarter.438

Treatment of publicly traded partnerships

Present law provides that a publicly traded partnership means a
partnership, interests in which are traded on an established securi-
ties market, or are readily tradable on a secondary market (or the
substantial equivalent thereof). In general, a publicly traded part-
nership is treated as a corporation, but an exception to corporate
treatment is provided if 90 percent or more of its gross income is
interest, dividends, real property rents, or certain other types of
qualifying income.439

A special rule for publicly traded partnerships applies under the
passive loss rules. The passive loss rules limit deductions and cred-
its from passive trade or business activities.440 Deductions attrib-
utable to passive activities, to the extent they exceed income from
passive activities, generally may not be deducted against other in-
come. Deductions and credits that are suspended under these rules

433 Sec. 851(a).

434 Sec. 851(b).

435 Sec. 851(b)(2).

436 Sec. 851(b).

437 Sec. 851(b)(3).

438 Sec. 851(d).

439 Sec. 7704(a), (c), and (d).
440 Sec. 469.
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are carried forward and treated as deductions and credits from pas-
sive activities in the next year. The suspended losses from a pas-
sive activity are allowed in full when a taxpayer disposes of his en-
tire interest in the passive activity to an unrelated person. The spe-
cial rule for publicly traded partnerships provides that the passive
loss rules are applied separately with respect to items attributable
to each publicly traded partnership.44! Thus, income or loss from
the publicly traded partnership is treated as separate from income
or loss from other passive activities.

Reasons for Change

The Congress understood that publicly traded partnerships gen-
erally are treated as corporations under rules enacted to address
Congress’ view that publicly traded partnerships resemble corpora-
tions in important respects.442 Publicly traded partnerships with
specified types of income are not treated as corporations, however,
for the reason that if the income is from sources that are commonly
considered to be passive investments, then there is less reason to
treat the publicly traded partnership as a corporation.#43 The Con-
gress understood that these types of publicly traded partnerships
may have improved access to capital markets if their interests were
permitted investments of mutual funds. Therefore, the Act treats
publicly traded partnership interests as permitted investments for
mutual funds (“RICs”).

Nevertheless, the Congress believed that permitting mutual
funds to hold interests in a publicly traded partnership should not
give rise to avoidance of unrelated business income tax or with-
holding of income tax that would apply if tax-exempt organizations
or foreign persons held publicly traded partnership interests di-
rectly rather than through a mutual fund. Therefore, the Act re-
quires that existing limitations on ownership and composition of
assets of mutual funds apply to any investment in a publicly traded
partnership by a mutual fund. The Congress believed that these
limitations will serve to limit the use of mutual funds as conduits
for avoidance of unrelated business income tax or withholding rules
that would otherwise apply with respect to publicly traded partner-
ship income.

Explanation of Provision

The Act modifies the 90-percent test with respect to income of a
RIC to include net income derived from an interest in a publicly
traded partnership. The Act also modifies the look-through rule for
partnership income of a RIC so that it applies only to income from
a partnership other than a publicly traded partnership.

In addition, the Act provides that net income from an interest in
a publicly traded partnership is used for purposes of both the nu-
merator and denominator of the 90-percent test. As under prior law
with respect to other permitted investments, the Act also provides
that gains from the sale or other disposition of interests in publicly

441 Sec. 469(k).
442H R. Rep. No. 100-391, pt. 2 of 2, at 1006 (1987)

443 q.
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traded partnerships constitute qualifying income of regulated in-
vestment companies.

The Act provides that the limitation on ownership and the limi-
tation on composition of assets that apply to other investments of
a RIC also apply to RIC investments in publicly traded partnership
interests.

The Act provides that the special rule for publicly traded part-
nerships under the passive loss rules (requiring separate treat-
ment) applies to a RIC holding an interest in a publicly traded
partnership, with respect to items attributable to the interest in
the publicly traded partnership.

Effective Date

The provision is effective for taxable years beginning after the
date of enactment (October 22, 2004).

2. Simplification of excise tax imposed on bows and arrows
(sec. 332 of the Act and sec. 4161 of the Code)

Present and Prior Law

Under prior law, the Code imposed an excise tax of 11 percent
on the sale by a manufacturer, producer or importer of any bow
with a draw weight of 10 pounds or more.444 An excise tax of 12.4
percent is imposed on the sale by a manufacturer or importer of
any shaft, point, nock, or vane designed for use as part of an arrow
which after its assembly (1) is over 18 inches long, or (2) is de-
signed for use with a taxable bow (if shorter than 18 inches).445 No
tax is imposed on finished arrows. An 11-percent excise tax also is
imposed on any part of an accessory for taxable bows and on quiv-
ers for use with arrows (1) over 18 inches long or (2) designed for
use with a taxable bow (if shorter than 18 inches).446

Reasons for Change

Under prior law, foreign manufacturers and importers of arrows
were able to avoid the 12.4 percent excise tax paid by domestic
manufacturers because the tax was placed on arrow components
rather than finished arrows. As a result, arrows assembled outside
of the United States had a price advantage over domestically man-
ufactured arrows. The Congress believed it was appropriate to close
this loophole. The Congress also believed that adjusting the min-
imum draw weight for taxable bows from 10 pounds to 30 pounds
would better target the excise tax to actual hunting use by elimi-
nating the excise tax on instructional (“youth”) bows.

Explanation of Provision

The Act increases the draw weight for a taxable bow from 10
pounds or more to a peak draw weight of 30 pounds or more.*47

444 Sec. 4161(b)(1)(A).

445 Sec. 4161(b)(2).

446 Sec. 4161(b)(1)(B).

447Draw weight is the maximum force required to bring the bowstring to a full-draw position
not less than 26% inches, measured from the pressure point of the hand grip to the nocking
position on the bowstring.
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The Act subjects certain broadheads (a type of arrow point) to an
excise tax equal to 11 percent of the sales price instead of 12.4 per-
cent.

Section 332 of the Act included other provisions which were sub-
sequently modified by Pub. L. No. 108-493. See Part Twenty-One
for description of those provisions as modified.

Effective Date

The provisions of this section of the Act relating to the taxation
of broadheads and bows are effective for articles sold by the manu-
facturer, producer or importer 30 days after the date of enactment
(October 22, 2004) of the Act.

3. Reduce rate of excise tax on fishing tackle boxes to three
percent (sec. 333 of the Act and sec. 4162 of the Code)

Present and Prior Law

A 10-percent manufacturer’s excise tax is imposed on specified
sport fishing equipment. Examples of taxable equipment include
fishing rods and poles, fishing reels, artificial bait, fishing lures,
line and hooks, and fishing tackle boxes. Revenues from the excise
tax on sport fishing equipment are deposited in the Sport Fishing
Account of the Aquatic Resources Trust Fund. Monies in the fund
are spent, subject to an existing permanent appropriation, to sup-
port Federal-State sport fish enhancement and safety programs.

Reasons for Change

The Congress believed that fishing “tackle boxes” were little dif-
ferent in design and appearance from “tool boxes,” yet the former
were subject to a Federal excise tax at a rate of 10 percent, while
the latter were not subject to Federal excise tax. This excise tax
can create a sufficiently large price difference that some fishermen
will choose to use a “tool box” to hold their hooks and lures rather
than a traditional “tackle box.” The Congress found that such a dis-
tortion of consumer choice placed an inappropriate burden on the
manufacturers and purchasers of traditional tackle boxes, particu-
larly in comparison to the modest amount of revenue raised by the
excise tax, and that this burden warranted a reduction in the rate
of tax.

Explanation of Provision

Under the Act, the rate of excise tax imposed on fishing tackle
boxes is reduced to three percent.

Effective Date

The provision is effective for articles sold by the manufacturer,
producer, or importer after December 31, 2004.
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4. Repeal of excise tax on sonar devices suitable for finding
fish (sec. 334 of the Act and secs. 4161 and 4162 of the
Code)

Present and Prior Law

In general, the Code imposes a 10-percent tax on the sale by the
manufacturer, producer, or importer of specified sport fishing
equipment.448 A three-percent rate, however, applies to the sale of
electric outboard motors, and applied to the sale of sonar devices
suitable for finding fish.44? Further, the tax imposed on the sale of
sonar devices suitable for finding fish was limited to $30. A sonar
device suitable for finding fish did not include any device that was
a graph recorder, a digital type, a meter readout, a combination
graph recorder or combination meter readout.459

Revenues from the excise tax on sport fishing equipment are de-
posited in the Sport Fishing Account of the Aquatic Resources
Trust Fund. Monies in the fund are spent, subject to an existing
permanent appropriation, to support Federal-State sport fish en-
hancement and safety programs.

Reasons for Change

The Congress observed that the exemption for certain forms of
sonar devices had the effect of exempting almost all of the devices
currently on the market. The Congress understood that only one
form of sonar device was not exempt from the tax, those units uti-
lizing light-emitting diode (“LED”) display technology. The Con-
gress further understood that LED devices were not exempt from
the tax because the technology was developed after the exemption
for the other technologies was enacted. In the view of Congress, the
application of the tax to LED display devices, and not to devices
performing the same function with a different technology, created
an unfair advantage for the exempt devices. Because most of the
devices on the market were already exempt, the Congress believed
it was appropriate to level the playing field by repealing the tax
imposed on all sonar devices suitable for finding fish. The Congress
believed that was a more suitable solution than exempting a device
from the tax based on the type of technology used.

Explanation of Provision

The Act repeals the excise tax on all sonar devices suitable for
finding fish.451

Effective Date

The provision is effective for articles sold by the manufacturer,
producer, or importer after December 31, 2004.

448 Sec. 4161(a)(1).

449 Sec. 4161(a)(2).

450 Sec. 4162(b).

451 A clerical technical correction may be necessary to eliminate deadwood in connection with
the provision. See section 2(g)(18) of H.R. 5395 and S. 3019, the “Tax Technical Corrections Act
of 2004,” introduced November 19, 2004.



253

5. Charitable contribution deduction for certain expenses in
support of Native Alaskan subsistence whaling (sec. 335
of the Act and sec. 170 of the Code)

Present and Prior Law

In computing taxable income, individuals who do not elect the
standard deduction may claim itemized deductions, including a de-
duction (subject to certain limitations) for charitable contributions
or gifts made during the taxable year to a qualified charitable orga-
nization or governmental entity. Individuals who elect the standard
deduction may not claim a deduction for charitable contributions
made during the taxable year.

No charitable contribution deduction is allowed for a contribution
of services. However, unreimbursed expenditures made incident to
the rendition of services to an organization, contributions to which
are deductible, may constitute a deductible contribution.452 Specifi-
cally, section 170(j) provides that no charitable contribution deduc-
tion is allowed for traveling expenses (including amounts expended
for meals and lodging) while away from home, whether paid di-
rectly or by reimbursement, unless there is no significant element
of personal pleasure, recreation, or vacation in such travel.

Reasons for Change

Congress believes that subsistence bowhead whale hunting ac-
tivities are important to certain native peoples of Alaska and fur-
ther charitable purposes, and that certain expenses paid by individ-
uals recognized as whaling captains by the Alaska Eskimo Whaling
Commission in the conduct of sanctioned whaling activities con-
ducted pursuant to the management plan of that Commission
should be deductible expenses.

Explanation of Provision

The Act allows individuals to claim a deduction under section
170 not exceeding $10,000 per taxable year for certain expenses in-
curred in carrying out sanctioned whaling activities. The deduction
is available only to an individual who is recognized by the Alaska
Eskimo Whaling Commission as a whaling captain charged with
the responsibility of maintaining and carrying out sanctioned whal-
ing activities. The deduction is available for reasonable and nec-
essary expenses paid by the taxpayer during the taxable year for:
(1) the acquisition and maintenance of whaling boats, weapons, and
gear used in sanctioned whaling activities; (2) the supplying of food
for the crew and other provisions for carrying out such activities;
and (3) the storage and distribution of the catch from such activi-
ties. Under the Act, the Secretary shall issue guidance regarding
substantiation of amounts claimed as deductible whaling expenses,
such as by maintaining appropriate written records that show, for
example, the time, place, date, amount, and nature of the expense,
as well as the taxpayer’s eligibility for the deduction, and may re-
quire that such substantiation be provided as part of the taxpayer’s
income tax return.

452 Treas. Reg. sec. 1.170A-1(g).
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For purposes of the provision, the term “sanctioned whaling ac-
tivities” means subsistence bowhead whale hunting activities con-
ducted pursuant to the management plan of the Alaska Eskimo
Whaling Commission.

Effective Date

The provision is effective for contributions made after December
31, 2004.

6. Extended placed in service date for bonus depreciation
for certain aircraft (excluding aircraft used in the trans-
portation industry) (sec. 336 of the Act and sec. 168 of
the Code)

Present and Prior Law

In general

A taxpayer is allowed to recover, through annual depreciation de-
ductions, the cost of certain property used in a trade or business
or for the production of income. The amount of the depreciation de-
duction allowed with respect to tangible property for a taxable year
is determined under the modified accelerated cost recovery system
(“MACRS”). Under MACRS, different types of property generally
are assigned applicable recovery periods and depreciation methods.
The recovery periods applicable to most tangible personal property
range from three to 25 years. The depreciation methods generally
applicable to tangible personal property are the 200-percent and
150-percent declining balance methods, switching to the straight-
line method for the taxable year in which the depreciation deduc-
tion would be maximized.

Thirty-percent additional first-year depreciation deduction

JCWAA allows an additional first-year depreciation deduction
equal to 30 percent of the adjusted basis of qualified property.453
The amount of the additional first-year depreciation deduction is
not affected by a short taxable year. The additional first-year de-
preciation deduction is allowed for both regular tax and alternative
minimum tax purposes for the taxable year in which the property
is placed in service.#5¢ The basis of the property and the deprecia-
tion allowances in the placed-in-service year and later years are ap-
propriately adjusted to reflect the additional first-year depreciation
deduction. In addition, there are generally no adjustments to the
allowable amount of depreciation for purposes of computing a tax-
payer’s alternative minimum taxable income with respect to prop-
erty to which the provision applies. A taxpayer is allowed to elect
out of the additional first-year depreciation for any class of prop-
erty for any taxable year.455

453 The additional first-year depreciation deduction is subject to the general rules regarding
whether an item is deductible under section 162 or subject to capitalization under section 263
or section 263A.

454 However, the additional first-year depreciation deduction is not allowed for purposes of
computing earnings and profits.

455 A taxpayer may elect out of the 50-percent additional first-year depreciation (discussed
below) for any class of property and still be eligible for the 30-percent additional first-year de-
preciation.
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In order for property to qualify for the additional first-year de-
preciation deduction, it must meet all of the following require-
ments. First, the property must be (1) property to which MACRS
applies with an applicable recovery period of 20 years or less, (2)
water utility property (as defined in section 168(e)(5)), (3) computer
software other than computer software covered by section 197, or
(4) qualified leasehold improvement property (as defined in section
168(k)(3)).456 Second, the original use 457 of the property must com-
mence with the taxpayer on or after September 11, 2001. Third, the
taxpayer must acquire the property within the applicable time pe-
riod. Finally, the property must be placed in service before January
1, 2005.

An extension of the placed-in-service date of one year (i.e., Janu-
ary 1, 2006) is provided for certain property with a recovery period
of ten years or longer and certain transportation property.458
Transportation property is defined as tangible personal property
used in the trade or business of transporting persons or property.

The applicable time period for acquired property is (1) after Sep-
tember 10, 2001 and before January 1, 2005, but only if no binding
written contract for the acquisition is in effect before September 11,
2001, or (2) pursuant to a binding written contract which was en-
tered into after September 10, 2001, and before January 1, 2005.45°
With respect to property that is manufactured, constructed, or pro-
duced by the taxpayer for use by the taxpayer, the taxpayer must
begin the manufacture, construction, or production of the property
after September 10, 2001. For property eligible for the extended
placed-in-service date, a special rule limits the amount of costs eli-
gible for the additional first-year depreciation. With respect to such
property, only the portion of the basis that is properly attributable
to the costs incurred before January 1, 2005 (“progress expendi-
tures”) is eligible for the additional first-year depreciation.460

Fifty-percent additional first-year depreciation

JGTRRA provides an additional first-year depreciation deduction
equal to 50 percent of the adjusted basis of qualified property.
Qualified property is defined in the same manner as for purposes
of the 30-percent additional first-year depreciation deduction pro-
vided by the JCWAA except that the applicable time period for ac-
quisition (or self construction) of the property is modified. Property
eligible for the 50-percent additional first-year depreciation deduc-
tion is not eligible for the 30-percent additional first-year deprecia-
tion deduction.

456 A special rule precludes the additional first-year depreciation deduction for any property
that is required to be depreciated under the alternative depreciation system of MACRS.

457The term “original use” means the first use to which the property is put, whether or not
such use corresponds to the use of such property by the taxpayer.

If, in the normal course of its business, a taxpayer sells fractional interests in property to un-
related third parties, then the original use of such property begins with the first user of each
fractional interest (i.e., each fractional owner is considered the original user of its proportionate
share of the property).

458In order for property to qualify for the extended placed-in-service date, the property must
be subject to section 263A and have an estimated production period exceeding two years or an
estimated production period exceeding one year and a cost exceeding $1 million.

459 Property does not fail to qualify for the additional first-year depreciation merely because
a binding written contract to acquire a component of the property is in effect prior to September
11, 2001.

460 For purposes of determining the amount of eligible progress expenditures, it is intended
that rules similar to sec. 46(d)(3) as in effect prior to the Tax Reform Act of 1986 shall apply.
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In order to qualify, the property must be acquired after May 5,
2003 and before January 1, 2005, and no binding written contract
for the acquisition can be in effect before May 6, 2003.461 With re-
spect to property that is manufactured, constructed, or produced by
the taxpayer for use by the taxpayer, the taxpayer must begin the
manufacture, construction, or production of the property after May
5, 2003. For property eligible for the extended placed-in-service
date (i.e., certain property with a recovery period of ten years or
longer and certain transportation property), a special rule limits
the amount of costs eligible for the additional first-year deprecia-
tion. With respect to such property, only progress expenditures
properly attributable to the costs incurred before January 1, 2005
are eligible for the additional first-year depreciation.462

Reasons for Change

The Congress believed that certain non-commercial aircraft rep-
resent property having characteristics that should qualify for the
extended placed-in-service date accorded for property having long
production periods. This treatment should be available only if the
purchaser makes a substantial deposit, the expected cost exceeds
certain thresholds, and the production period is sufficiently long.

Explanation of Provision

Due to the extended production period, the Act provides criteria
under which certain non-commercial aircraft can qualify for the ex-
tended placed-in-service date. Qualifying aircraft are eligible for
the additional first-year depreciation deduction if placed in service
before January 1, 2006. In order to qualify, the aircraft must:

1. be acquired by the taxpayer during the applicable time pe-
riod as under present law;463

2. meet the appropriate placed-in-service date requirements;

3. not be tangible personal property used in the trade or
business of transporting persons or property (except for agri-
cultural or firefighting purposes);

4. be purchased 464 by a purchaser who, at the time of the
contract for purchase, has made a nonrefundable deposit of the
lesser of ten percent of the cost or $100,000; and

5. have an estimated production period exceeding four
months and a cost exceeding $200,000.

The progress expenditures limitation does not apply to non-com-
mercial aircraft which qualify under the provision.

461 Property does not fail to qualify for the additional first-year depreciation merely because
a binding written contract to acquire a component of the property is in effect prior to May 6,
2003. However, no 50-percent additional first-year depreciation is permitted on any such compo-
nent. No inference is intended as to the proper treatment of components placed in service under
the 30-percent additional first-year depreciation provided by the JCWAA.

462For purposes of determining the amount of eligible progress expenditures, it is intended
that rules similar to sec. 46(d)(3) as in effect prior to the Tax Reform Act of 1986 shall apply.

463 Property that is otherwise eligible for the extended placed-in-service rules, and that is ac-
quired and placed in service during 2005 pursuant to a written binding contract which was en-
tered into after May 5, 2003, and before January 1, 2005, is eligible for the 50-percent additional
first-year depreciation deduction. A technical correction may be necessary so that the statute
reflects this intent.

464For this purpose, it is intended that the term “purchase” be interpreted as it is defined
in sec. 179(d)(2).
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Effective Date

The provision is effective as if included in the amendments made
by section 101 of JCWAA, which applies to property placed in serv-
ice after September 10, 2001. However, because the property de-
scribed by the provision qualifies for the additional first-year depre-
ciation deduction under present law if placed in service prior to
January 1, 2005, the provision will modify the treatment only of
property placed in service during calendar year 2005.

7. Special placed in service rule for bonus depreciation for
certain property subject to syndication (sec. 337 of the
Act and sec. 168 of the Code)

Present and Prior Law

Section 101 of JCWAA provides generally for 30-percent addi-
tional first-year depreciation, and provides a binding contract rule
in determining property that qualifies for it. In order for property
to qualify, (1) the original use of the property must commence with
the taxpayer on or after September 11, 2001, and (2) the taxpayer
must acquire the property (i) after September 10, 2001 and before
January 1, 2005, but only if no binding written contract for the ac-
quisition is in effect before September 11, 2001, or (ii) pursuant to
a binding contract which was entered into after September 10,
2001, and before January 1, 2005. In addition, JCWAA provides a
special rule in the case of certain leased property. In the case of
any property that is originally placed in service by a person and
that 1is sold to the taxpayer and leased back to such person by the
taxpayer within three months after the date that the property was
placed in service, the property is treated as originally placed in
service by the taxpayer not earlier than the date that the property
is used under the leaseback. JCWAA did not specifically address
the syndication of a lease by the lessor.

The Working Families Tax Relief Act of 2004 (“H.R. 1308”) in-
cluded a technical correction regarding the syndication of a lease
by the lessor. The technical correction provides that if property is
originally placed in service by a lessor (including by operation of
the special rule for self-constructed property), such property is sold
within three months after the date that the property was placed in
service, and the user of such property does not change, then the
property is treated as originally placed in service by the taxpayer
not earlier than the date of such sale.

JGTRRA provides an additional first-year depreciation deduction
equal to 50 percent of the adjusted basis of qualified property.
Qualified property is defined in the same manner as for purposes
of the 30-percent additional first-year depreciation deduction pro-
vided by the JCWAA except that the applicable time period for ac-
quisition (or self construction) of the property is modified. Property
with respect to which the 50-percent additional first-year deprecia-
tion deduction is claimed is not also eligible for the 30-percent ad-
ditional first-year depreciation deduction. In order to qualify, the
property must be acquired after May 5, 2003 and before January
1, 2005, and no binding written contract for the acquisition can be
in effect before May 6, 2003. With respect to property that is manu-
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factured, constructed, or produced by the taxpayer for use by the
taxpayer, the taxpayer must begin the manufacture, construction,
or production of the property after May 5, 2003.

Reasons for Change

The Congress was aware that certain syndication arrangements
are entered into with respect to multiple units of property (such as
rail cars) that, for logistical reasons, must be placed in service over
a period of time that exceeds three months. In such cases, it would
be impractical for the sale of the earlier produced units to occur
within three months of its placed-in-service date. Thus, the Con-
gress deemed it appropriate to provide a special rule with respect
to the syndication of multiple units of property that will be placed
in service over a period of up to twelve months.

Explanation of Provision

The Act provides a special rule in the case of multiple units of
property subject to the same lease. In such cases, property will
qualify as placed in service on the date of sale if it is sold within
three months after the final unit is placed in service, so long as the
period between the time the first and last units are placed in serv-
ice does not exceed 12 months.

Effective Date
The provision applies to property sold after June 4, 2004.

8. Expensing of capital costs incurred for production in
complying with Environmental Protection Agency sulfur
regulations for small refiners (sec. 338 of the Act and
new sec. 179B of the Code)

Present and Prior Law

Taxpayers generally may recover the costs of investments in re-
finery property through annual depreciation deductions.

Reasons for Change 465

The Congress believed it was important for all refiners to meet
applicable pollution control standards. However, the Congress was
concerned that the cost of complying with the Highway Diesel Fuel
Sulfur Control Requirement of the Environmental Protection Agen-
cy (“EPA”) may force some small refiners out of business. To main-
tain this refining capacity and to foster compliance with pollution
control standards the Congress believed it was appropriate to mod-
ify cost recovery provisions for small refiners to reduce their capital
costs of complying with the Highway Diesel Fuel Sulfur Control
Requirement of the EPA.

465 These reasons for change were included for similar provisions included in H.R. 1531, the
“Energy Tax Policy Act of 2003,” which was reported by the House Committee on Ways and
Means on April 9, 2003 (H.R. Rep. No. 108-67) and S. 1149, the “Energy Tax Incentive Act of
2003,” which was reported by the Senate Committee on Finance on May 2, 2003 (S. Rep. No.
108-54). The two bills were conferenced to produce H.R. 6, the “Energy Policy Act of 2003,”
(H.R. Conf. Rep. 108-375).
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Explanation of Provision

The Act permits small business refiners to immediately deduct as
an expense up to 75 percent of the costs paid or incurred for the
purpose of complying with the Highway Diesel Fuel Sulfur Control
Requirements of the EPA. Costs qualifying for the deduction are
those costs paid or incurred with respect to any facility of a small
business refiner during the period beginning on January 1, 2003
and ending on the earlier of the date that is one year after the date
on which the taxpayer must comply with the applicable EPA regu-
lations or December 31, 2009.

For these purposes a small business refiner is a taxpayer who is
in the business of refining petroleum products and employs not
more than 1,500 employees directly in refining and has less than
205,000 barrels per day (average) of total refinery capacity. The de-
duction is reduced ratably for taxpayers with capacity between
155,000 barrels per day and 205,000 barrels per day. With respect
to the definition of a small business refiner, the Congress intends
that, in any case in which refinery through-put or retained produec-
tion of the refinery differs substantially from its average daily out-
put or refined product, capacity be measured by reference to the
average daily output of refined product.

Effective Date

The provision is effective for expenses paid or incurred after De-
cember 31, 2002, in taxable years ending after that date.

9. Credit for small refiners for production of diesel fuel in
compliance with Environmental Protection Agency sul-
fur regulations for small refiners (sec. 339 of the Act and
new sec. 45H of the Code)

Present and Prior Law

Prior law did not provide a credit for the production of low-sulfur
diesel fuel.

Reasons for Change 466

The Congress believed it was important for all refiners to meet
applicable pollution control standards. However, the Congress was
concerned that the cost of complying with the Highway Diesel Fuel
Sulfur Control Requirement of the Environmental Protection Agen-
cy (“EPA”) may force some small refiners out of business. To main-
tain this refining capacity and to foster compliance with pollution
control standards the Congress believed it was appropriate to mod-
ify cost recovery provisions for small refiners to reduce their capital
costs of complying with the Highway Diesel Fuel Sulfur Control
Requirement of the EPA.

466 These reasons for change were included for similar provisions included in H.R. 1531, the
“Energy Tax Policy Act of 2003,” which was reported by the House Committee on Ways and
Means on April 9, 2003 (H.R. Rep. No. 108-67) and S. 1149, the “Energy Tax Incentive Act of
2003,” which was reported by the Senate Committee on Finance on May 2, 2003 (S. Rep. No.
108-54). The two bills were conferenced to produce H.R. 6, the “Energy Policy Act of 2003,”
(H.R. Conf. Rep. 108-375).
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Explanation of Provision

The Act provides that a small business refiner may claim credit
equal to five cents per gallon for each gallon of low sulfur diesel
fuel produced during the taxable year that is in compliance with
the Highway Diesel Fuel Sulfur Control Requirements of the EPA.
The total production credit claimed by the taxpayer is limited to 25
percent of the capital costs incurred to come into compliance with
the EPA diesel fuel requirements. Costs qualifying for the credit
are those costs paid or incurred with respect to any facility of a
small business refiner during the period beginning on January 1,
2003 and ending on the earlier of the date that is one year after
the date on which the taxpayer must comply with the applicable
EPA regulations or December 31, 2009. The taxpayer’s basis in
property with respect to which the credit applies is reduced by the
amount of production credit claimed.

In the case of a qualifying small business refiner that is owned
by a cooperative, the cooperative is allowed to elect to pass any pro-
duction credits to patrons of the organization.

The Act makes the low sulfur diesel fuel credit a qualified busi-
ness credit under section 169(c). Therefore, if any portion of the
credit has not been allowed to the taxpayer as a general business
credit (sec. 38) for any taxable year, an amount equal to that por-
tion may be deducted by the taxpayer in the first taxable year fol-
lowing the last taxable year for which such portion could have been
allowed) as a credit under the carryback and carryforward rules
(sec. 39).

For these purposes a small business refiner is a taxpayer who is
in the business of refining petroleum products, employs not more
than 1,500 employees directly in refining, and has less than
205,000 barrels per day (average) of total refinery capacity. The
credit is reduced ratably for taxpayers with capacity between
155,000 barrels per day and 205,000 barrels per day. With respect
to the definition of a small business refiner, the Congress intends
that, in any case where refinery through-put or retained production
of the refinery differs substantially from its average daily output
of refined product, capacity be measured by reference to the aver-
age daily output of refined product.

Effective Date

The provision is effective for expenses paid or incurred after De-
cember 31, 2002, in taxable years ending after that date.

10. Modification to qualified small issue bonds (sec. 340 of
the Act and sec. 144 of the Code)

Present and Prior Law

Qualified small-issue bonds are tax-exempt bonds issued by State
and local governments to finance private business manufacturing
facilities (including certain directly related and ancillary facilities)
or the acquisition of land and equipment by certain farmers. In
both instances, these bonds are subject to limits on the amount of
financing that may be provided, both for a single borrowing and in
the aggregate. In general, no more than $1 million of small-issue
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bond financing may be outstanding at any time for property of a
business (including related parties) located in the same munici-
pality or county. Generally, this $1 million limit may be increased
to $10 million if in addition to outstanding bonds, all other capital
expenditures of the business (including related parties) in the same
municipality or county are counted toward the limit over a six-year
period that begins three years before the issue date of the bonds
and ends three years after such date. For example, assume that
City, on October 22, 2003, issues $6 million principal amount of
small issue bonds and loans the proceeds to Corporation to finance
a manufacturing facility located in City. Further assume that Cor-
poration incurred $4 million of capital expenditures on May 17,
2001, with respect to a separate facility also located in City. The
capital expenditures incurred in 2001 must be taken into account
for purposes of the $10 million limitation. Moreover, any additional
capital expenditures Corporation (or any related party) incurred or
incurs with respect to facilities located in City either three years
before or three years after October 22, 2003, will cause the bonds
issued on that date to lose the tax exemption.

Outstanding aggregate borrowing is limited to $40 million per
borrower (including related parties) regardless of where the prop-
erty is located.

Reasons for Change

The Congress believed it was appropriate to increase the $10 mil-
lion capital expenditures limit for small-issue bonds because the
limit had not been adjusted for many years.

Explanation of Provision

The Act increases the maximum allowable amount of total cap-
ital expenditures by an eligible business (or related party) in the
same municipality or county from $10 million to $20 million for
bonds issued after September 30, 2009.

Effective Date

The provision is effective for bonds issued after September 30,
20009.

11. Oil and gas production from marginal wells (sec. 341 of
the Act and new sec. 451 of the Code)

Prior Law

Under prior law, there was no credit for the production of oil and
gas from marginal wells. The costs of such production were recover-
able under the Code’s depreciation and depletion rules and in other
cases as a deduction for ordinary and necessary business expenses.

Reasons for Change

The highly volatile price of oil and gas can result in lost produc-
tion during periods when prices are low. The Congress learned that
once a producing well is shut in, that source of supply may be for-
ever lost. To increase domestic supply, the Congress determined
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that a tax credit will help ensure that supply is not lost as a result
of low market prices.467

Explanation of Provision

The Act creates a new, $3-per-barrel credit for the production of
crude oil and a $0.50 credit per 1,000 cubic feet of qualified natural
gas production. In both cases, the credit is available only for pro-
duction from a “qualified marginal well.” A qualified marginal well
is defined as a domestic well: (1) production from which is treated
as marginal production for purposes of the Code percentage deple-
tion rules; or (2) that during the taxable year had average daily
production of not more than 25 barrel equivalents and produces
water at a rate of not less than 95 percent of total well effluent.
Under the Act, the maximum amount of production during any tax-
able year on which credit could be claimed is 1,095 barrels or bar-
rel equivalents.

The credit is not available to production occurring if the ref-
erence price of oil exceeds $18 ($2.00 for natural gas). The credit
is reduced proportionately as for reference prices between $15 and
$18 ($1.67 and $2.00 for natural gas). Reference prices are deter-
mined on a one-year look-back basis.

In the case of production from a qualified marginal well which
is eligible for the credit allowed under section 29 for the taxable
year, no marginal well credit is allowable unless the taxpayer
elects not to claim the credit under section 29 with respect to the
well. Under the Act, the credit is treated as part of the general
business credit; however, unused credits can be carried back for up
to five years rather than the generally applicable carryback period
of one year. The credit is indexed for inflation for taxable years be-
ginning in a calendar year after 2005.

Effective Date

The provision is effective for production in taxable years begin-
ning after December 31, 2004.

467See H.R. 1531, the “Energy Tax Policy of 2003,” which was reported by the House Com-
mittee on Ways and Means on April 9, 2003 (H.R. Rep. No. 108-67).



IV. TAX REFORM AND SIMPLIFICATION FOR UNITED
STATES BUSINESSES

A. Interest Expense Allocation Rules (sec. 401 of the Act and
sec. 864 of the Code)

Present and Prior Law

In general

In order to compute the foreign tax credit limitation, a taxpayer
must determine the amount of its taxable income from foreign
sources. Thus, the taxpayer must allocate and apportion deductions
between items of U.S.-source gross income, on the one hand, and
items of foreign-source gross income, on the other.

In the case of interest expense, the rules generally are based on
the approach that money is fungible and that interest expense is
properly attributable to all business activities and property of a
taxpayer, regardless of any specific purpose for incurring an obliga-
tion on which interest is paid.468 For interest allocation purposes,
the Code provides that all members of an affiliated group of cor-
porations generally are treated as a single corporation (the so-
called “one-taxpayer rule”) and allocation must be made on the
basis of assets rather than gross income.

Affiliated group
In general

The term “affiliated group” in this context generally is defined by
reference to the rules for determining whether corporations are eli-
gible to file consolidated returns. However, some groups of corpora-
tions are eligible to file consolidated returns yet are not treated as
affiliated for interest allocation purposes, and other groups of cor-
porations are treated as affiliated for interest allocation purposes
even though they are not eligible to file consolidated returns. Thus,
under the one-taxpayer rule, the factors affecting the allocation of
interest expense of one corporation may affect the sourcing of tax-
able income of another related corporation even if the two corpora-
tions do not elect to file, or are ineligible to file, consolidated re-
turns.

Definition of affiliated group—consolidated return rules

For consolidation purposes, the term “affiliated group” means one
or more chains of includible corporations connected through stock
ownership with a common parent corporation which is an includ-
ible corporation, but only if: (1) the common parent owns directly
stock possessing at least 80 percent of the total voting power and

468 However, exceptions to the fungibility principle are provided in particular cases, some of
which are described below.

(263)
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at least 80 percent of the total value of at least one other includible
corporation; and (2) stock meeting the same voting power and value
standards with respect to each includible corporation (excluding the
common parent) is directly owned by one or more other includible
corporations.

Generally, the term “includible corporation” means any domestic
corporation except certain corporations exempt from tax under sec-
tion 501 (for example, corporations organized and operated exclu-
sively for charitable or educational purposes), certain life insurance
companies, corporations electing application of the possession tax
credit, regulated investment companies, real estate investment
trusts, and domestic international sales corporations. A foreign cor-
poration generally is not an includible corporation.

Definition of affiliated group—special interest allocation rules

Subject to exceptions, the consolidated return and interest alloca-
tion definitions of affiliation generally are consistent with each
other.469 For example, both definitions generally exclude all foreign
corporations from the affiliated group. Thus, while debt generally
is considered fungible among the assets of a group of domestic af-
filiated corporations, prior law did not apply such fungibility prin-
ciples as between the domestic and foreign members of a group
with the same degree of common control as the domestic affiliated

group.
Banks, savings institutions, and other financial affiliates

The affiliated group for interest allocation purposes generally ex-
cludes what are referred to in the Treasury regulations as “finan-
cial corporations” (Treas. Reg. sec. 1.861-11T(d)(4)). These include
any corporation, otherwise a member of the affiliated group for con-
solidation purposes, that is a financial institution (described in sec-
tion 581 or section 591), the business of which is predominantly
with persons other than related persons or their customers, and
which is required by State or Federal law to be operated separately
from any other entity which is not a financial institution (sec.
864(e)(5)(C)). The category of financial corporations also includes,
to the extent provided in regulations, bank holding companies (in-
cluding financial holding companies), subsidiaries of banks and
bank holding companies (including financial holding companies),
and savings institutions predominantly engaged in the active con-
duct of a banking, financing, or similar business (sec. 864(e)(5)(D)).

A financial corporation is not treated as a member of the regular
affiliated group for purposes of applying the one-taxpayer rule to
other non-financial members of that group. Instead, all such finan-
cial corporations that would be so affiliated are treated as a sepa-
rate single corporation for interest allocation purposes.

Reasons for Change

The Congress observed that a U.S.-based multinational corporate
group with a significant portion of its assets overseas would be re-
quired to allocate a significant portion of its interest expense to for-

469 One such exception is that the affiliated group for interest allocation purposes includes sec-
tion 936 corporations that are excluded from the consolidated group.
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eign-source income, which would reduce the foreign tax credit limi-
tation and thus the credits allowable, even though the interest ex-
pense incurred in the United States would not be deductible in
computing the actual tax liability under foreign law. The Congress
believed that this approach unduly limited such a taxpayer’s ability
to claim foreign tax credits and left it excessively exposed to double
taxation of foreign-source income. The Congress observed that the
United States was the only country to impose what it considered
to be harsh and anti-competitive interest expense allocation rules
on its businesses and workers. The Congress believed that the
practical effect of these rules was to increase the cost for U.S. com-
panies to borrow in the United States, and to make it more expen-
sive to invest in the United States. The Congress believed that in-
terest expense instead should be allocated using an elective “world-
wide fungibility” approach, under which interest expense incurred
in the United States is allocated against foreign-source income only
if the debt-to-asset ratio is higher for U.S. than for foreign invest-
ments.

Explanation of Provision

In general

The Act modifies the interest expense allocation rules (which
generally apply for purposes of computing the foreign tax credit
limitation) by providing a one-time election under which the tax-
able income of the domestic members of an affiliated group from
sources outside the United States generally is determined by allo-
cating and apportioning interest expense of the domestic members
of a worldwide affiliated group on a worldwide-group basis (i.e., as
if all members of the worldwide group were a single corporation).
If a group makes this election, the taxable income of the domestic
members of a worldwide affiliated group from sources outside the
United States is determined by allocating and apportioning the
third-party interest expense of those domestic members to foreign-
source income in an amount equal to the excess (if any) of (1) the
worldwide affiliated group’s worldwide third-party interest expense
multiplied by the ratio which the foreign assets of the worldwide
affiliated group bears to the total assets of the worldwide affiliated
group,*?0 over (2) the third-party interest expense incurred by for-
eign members of the group to the extent such interest would be al-
located to foreign sources if the Act’s principles were applied sepa-
rately to the foreign members of the group.471

For purposes of the new elective rules based on worldwide
fungibility, the worldwide affiliated group means all corporations in
an affiliated group (as that term is defined under present law for

470 For purposes of determining the assets of the worldwide affiliated group, neither stock in
corporations within the group nor indebtedness (including receivables) between members of the
group is taken into account. It is anticipated that the Treasury Secretary will adopt regulations
addressing the allocation and apportionment of interest expense on such indebtedness that fol-
low principles analogous to those of existing regulations. Income from holding stock or indebted-
ness of another group member is taken into account for all purposes under the present-law rules
of the Code, including the foreign tax credit provisions.

471 Although the interest expense of a foreign subsidiary is taken into account for purposes
of allocating the interest expense of the domestic members of the electing worldwide affiliated
group for foreign tax credit limitation purposes, the interest expense incurred by a foreign sub-
sidiary is not deductible on a U.S. return.
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interest allocation purposes)472 as well as all controlled foreign cor-
porations that, in the aggregate, either directly or indirectly,4?s
would be members of such an affiliated group if section 1504(b)(3)
did not apply (i.e., in which at least 80 percent of the vote and
value of the stock of such corporations is owned by one or more
other corporations included in the affiliated group). Thus, if an af-
filiated group makes this election, the taxable income from sources
outside the United States of domestic group members generally is
determined by allocating and apportioning interest expense of the
domestic members of the worldwide affiliated group as if all of the
interest expense and assets of 80-percent or greater owned domes-
tic corporations (i.e., corporations that are part of the affiliated
group under present-law section 864(e)(5)(A) as modified to include
insurance companies) and certain controlled foreign corporations
were attributable to a single corporation.

In addition, if an affiliated group elects to apply the new elective
rules based on worldwide fungibility, the rules regarding the treat-
ment of tax-exempt assets and the basis of stock in nonaffiliated
10—percent owned corporations apply on a worldwide affiliated
group basis.

The common parent of the domestic affiliated group must make
the worldwide affiliated group election. It must be made for the
first taxable year beginning after December 31, 2008 in which a
worldwide affiliated group exists that includes at least one foreign
corporation that meets the requirements for inclusion in a world-
wide affiliated group. Once made, the election applies to the com-
mon parent and all other members of the worldwide affiliated
group for the taxable year for which the election was made and all
subsequent taxable years, unless revoked with the consent of the
Secretary of the Treasury.

Financial institution group election

The Act allows taxpayers to apply the bank group rules to ex-
clude certain financial institutions from the affiliated group for in-
terest allocation purposes under the worldwide fungibility ap-
proach. The Act also provides a one-time “financial institution
group” election that expands the prior-law bank group. Under the
Act, at the election of the common parent of the pre-election world-
wide affiliated group, the interest expense allocation rules are ap-
plied separately to a subgroup of the worldwide affiliated group
that consists of: (1) all corporations that are part of the prior-law
bank group, and (2) all “financial corporations.” For this purpose,
a corporation is a financial corporation if at least 80 percent of its
gross income is financial services income (as described in section
904(d)(2)(C)(1) and the regulations thereunder) that is derived from
transactions with unrelated persons.#’* For these purposes, items
of income or gain from a transaction or series of transactions are

472The Act expands the definition of an affiliated group for interest expense allocation pur-
poses to include certain insurance companies that are generally excluded from an affiliated
group under section 1504(b)(2) (without regard to whether such companies are covered by an
election under section 1504(c)(2)).

473 Indirect ownership is determined under the rules of section 958(a)(2) or through applying
rules similar to those of section 958(a)(2) to stock owned directly or indirectly by domestic part-
nerships, trusts, or estates.

474 See Treas. Reg. sec. 1.904—4(e)(2).
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disregarded if a principal purpose for the transaction or trans-
actions is to qualify any corporation as a financial corporation.

The common parent of the pre-election worldwide affiliated group
must make the election for the first taxable year beginning after
December 31, 2008 in which a worldwide affiliated group includes
a financial corporation. Once made, the election applies to the fi-
nancial institution group for the taxable year and all subsequent
taxable years. In addition, the Act provides anti-abuse rules under
which certain transfers from one member of a financial institution
group to a member of the worldwide affiliated group outside of the
financial institution group are treated as reducing the amount of
indebtedness of the separate financial institution group. The Act
provides regulatory authority with respect to the election to provide
for the direct allocation of interest expense in circumstances in
which such allocation is appropriate to carry out the purposes of
the provision, prevent assets or interest expense from being taken
into account more than once, or address changes in members of any
group (through acquisitions or otherwise) treated as affiliated
under this provision.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2008.

B. Recharacterize Overall Domestic Loss (sec. 402 of the Act
and sec. 904 of the Code)

Present and Prior Law

The United States provides a credit for foreign income taxes paid
or accrued. The foreign tax credit generally is limited to the U.S.
tax liability on a taxpayer’s foreign-source income, in order to en-
sure that the credit serves the purpose of mitigating double tax-
ation of foreign-source income without offsetting the U.S. tax on
U.S.-source income. This overall limitation is calculated by pro-
rating a taxpayer’s pre-credit U.S. tax on its worldwide income be-
tween its U.S.-source and foreign-source taxable income. The ratio
(not exceeding 100 percent) of the taxpayer’s foreign-source taxable
income to worldwide taxable income is multiplied by its pre-credit
U.S. tax to establish the amount of U.S. tax allocable to the tax-
payer’s foreign-source income and, thus, the upper limit on the for-
eign tax credit for the year.

In addition, this limitation is calculated separately for various
categories of income, generally referred to as “separate limitation
categories.” The total amount of the foreign tax credit used to offset
the U.S. tax on income in each separate limitation category may
not exceed the proportion of the taxpayer’s U.S. tax which the tax-
payer’s foreign-source taxable income in that category bears to its
worldwide taxable income.

If a taxpayer’s losses from foreign sources exceed its foreign-
source income, the excess (“overall foreign loss,” or “OFL”) may off-
set U.S.-source income. Such an offset reduces the effective rate of
U.S. tax on U.S.-source income.
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In order to eliminate a double benefit (that is, the reduction of
U.S. tax previously noted and, later, full allowance of a foreign tax
credit with respect to foreign-source income), present and prior law
includes an OFL recapture rule. Under this rule, a portion of for-
eign-source taxable income earned after an OFL year is re-
characterized as U.S.-source taxable income for foreign tax credit
purposes (and for purposes of the possessions tax credit). Unless a
taxpayer elects a higher percentage, however, generally no more
than 50 percent of the foreign-source taxable income earned in any
particular taxable year is recharacterized as U.S.-source taxable in-
come. The effect of the recapture is to reduce the foreign tax credit
limitation in one or more years following an OFL year and, there-
fore, the amount of U.S. tax that can be offset by foreign tax credits
in the later year or years.

Losses for any taxable year in separate foreign limitation cat-
egories (to the extent that they do not exceed foreign income for the
year) are apportioned on a proportionate basis among (and operate
to reduce) the foreign income categories in which the entity earns
income in the loss year. A separate limitation loss recharacteriza-
tion rule applies to foreign losses apportioned to foreign income
pursuant to the above rule. If a separate limitation loss was appor-
tioned to income subject to another separate limitation category
and the loss category has income for a subsequent taxable year,
then that income (to the extent that it does not exceed the aggre-
gate separate limitation losses in the loss category not previously
recharacterized) must be recharacterized as income in the separate
limitation category that was previously offset by the loss. Such re-
characterization must be made in proportion to the prior loss ap-
portionment not previously taken into account.

A U.S.-source loss reduces pre-credit U.S. tax on worldwide in-
come to an amount less than the hypothetical tax that would apply
to the taxpayer’s foreign-source income if viewed in isolation. The
existence of foreign-source taxable income in the year of the U.S.-
source loss reduces or eliminates any net operating loss carryover
that the U.S.-source loss would otherwise have generated absent
the foreign income. In addition, as the pre-credit U.S. tax on world-
wide income is reduced, so is the foreign tax credit limitation.
Moreover, any U.S.-source loss for any taxable year is apportioned
among (and operates to reduce) foreign income in the separate limi-
tation categories on a proportionate basis. As a result, some foreign
tax credits in the year of the U.S.-source loss must be credited, if
at all, in a carryover year. Tax on U.S.-source taxable income in
a subsequent year may be offset by a net operating loss
carryforward, but not by a foreign tax credit carryforward. Prior
law provided no mechanism for recharacterizing such subsequent
U.S.-source income as foreign-source income.

For example, suppose a taxpayer generates a $100 U.S.-source
loss and earns $100 of foreign-source income in Year 1, and pays
$30 of foreign tax on the $100 of foreign-source income. Because
the taxpayer has no net taxable income in Year 1, no foreign tax
credit can be claimed in Year 1 with respect to the $30 of foreign
taxes. If the taxpayer then earns $100 of U.S.-source income and
$100 of foreign-source income in Year 2, prior law did not recharac-
terize any portion of the $100 of U.S.-source income as foreign-
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source income to reflect the fact that the previous year’s $100 U.S.-
source loss reduced the taxpayer’s ability to claim foreign tax cred-
its.

Reasons for Change

The Congress believed that the overall foreign loss rules continue
to represent sound tax policy, but that concerns of parity dictate
that overall domestic loss rules be provided to address situations
in which a domestic loss may restrict a taxpayer’s ability to claim
foreign tax credits. The Congress believed that it was important to
create this parity in order to prevent the double taxation of income.
The Congress believed that preventing double taxation would make
U.S. businesses more competitive and lead to increased export
sales. The Congress believed that this increase in export sales
would increase production in the United States and increase jobs
in the United States to support the increased exports.

Explanation of Provision

The Act applies a re-sourcing rule to U.S.-source income in cases
in which a taxpayer’s foreign tax credit limitation has been reduced
as a result of an overall domestic loss. Under the Act, a portion of
the taxpayer’s U.S.-source income for each succeeding taxable year
is recharacterized as foreign-source income in an amount equal to
the lesser of: (1) the amount of the unrecharacterized overall do-
mestic losses for years prior to such succeeding taxable year, and
(2) 50 percent of the taxpayer’s U.S.-source income for such suc-
ceeding taxable year.

The Act defines an overall domestic loss for this purpose as any
domestic loss to the extent it offsets foreign-source taxable income
for the current taxable year or for any preceding taxable year by
reason of a loss carryback. For this purpose, a domestic loss means
the amount by which the U.S.-source gross income for the taxable
year is exceeded by the sum of the deductions properly apportioned
or allocated thereto, determined without regard to any loss carried
back from a subsequent taxable year. Under the Act, an overall do-
mestic loss does not include any loss for any taxable year unless
the taxpayer elected the use of the foreign tax credit for such tax-
able year.

Any U.S.-source income recharacterized under the Act is allo-
cated among and increases the various foreign tax credit separate
limitation categories in the same proportion that those categories
were reduced by the prior overall domestic losses, in a manner
similar to the recharacterization rules for separate limitation
losses.

It is anticipated that situations may arise in which a taxpayer
generates an overall domestic loss in a year following a year in
which it had an overall foreign loss, or vice versa. In such a case,
it would be necessary for ordering and other coordination rules to
be developed for purposes of computing the foreign tax credit limi-
tation in subsequent taxable years. The Act grants the Treasury
Secretary authority to prescribe such regulations as may be nec-
essary to coordinate the operation of the OFL recapture rules with
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the operation of the overall domestic loss recapture rules added by
the Act.

Effective Date

The provision applies to losses incurred in taxable years begin-
ning after December 31, 2006.

C. Apply Look-Through Rules for Dividends from Noncon-
trolled Section 902 Corporations (sec. 403 of the Act and
sec. 904 of the Code)

Present and Prior Law

U.S. persons may credit foreign taxes against U.S. tax on foreign-
source income. In general, the amount of foreign tax credits that
may be claimed in a year is subject to a limitation that prevents
taxpayers from using foreign tax credits to offset U.S. tax on U.S.-
source income. Separate limitations are also applied to specific cat-
egories of income.

Prior law applied special foreign tax credit limitations in the case
of dividends received from a foreign corporation in which the tax-
payer owned at least 10 percent of the stock by vote and which was
not a controlled foreign corporation (a so-called “10/50 company”).
Dividends paid by a 10/50 company that was not a passive foreign
investment company out of earnings and profits accumulated in
taxable years beginning before January 1, 2003 were subject to a
single foreign tax credit limitation for all 10/50 companies (other
than passive foreign investment companies).4’5 Dividends paid by
a 10/50 company that was a passive foreign investment company
out of earnings and profits accumulated in taxable years beginning
before January 1, 2003 continued to be subject to a separate for-
eign tax credit limitation for each such 10/50 company. Dividends
paid by a 10/50 company out of earnings and profits accumulated
in taxable years after December 31, 2002 were treated as income
in a foreign tax credit limitation category in proportion to the ratio
of the 10/50 company’s earnings and profits attributable to income
in such foreign tax credit limitation category to its total earnings
and profits (a “look-through” approach).

For these purposes, distributions were treated as made from the
most recently accumulated earnings and profits. Regulatory au-
thority was granted to provide rules regarding the treatment of dis-
tributions out of earnings and profits for periods prior to the tax-
payer’s acquisition of such stock.

Reasons for Change

The Congress believed that significant simplification could be
achieved by eliminating the requirement that taxpayers segregate
the earnings and profits of 10/50 companies on the basis of when
such earnings and profits arose.

475 Dividends paid by a 10/50 company in taxable years beginning before January 1, 2003 were
subject to a separate foreign tax credit limitation for each 10/50 company.
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Explanation of Provision

The Act generally applies the look-through approach to dividends
paid by a 10/50 company regardless of the year in which the earn-
ings and profits out of which the dividend is paid were accumu-
lated.476 If the Treasury Secretary determines that a taxpayer has
inadequately substantiated that it assigned a dividend from a 10/
50 company to the proper foreign tax credit limitation category, the
dividend is treated as passive category income for foreign tax credit
basketing purposes.*77

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2002. The provision also provides transition rules re-
garding th